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An article giving practical advice for any 
time of the year is the one entitled ‘‘What 
the Tax Man Should Do for His Client.” 
It is written by Julius Peltz and will appear 
next month. 


If you have authors or publishers for clients, 
you will profit from Harriet F. Pilpel’s article 
on taxes and copyrights. 


A tax woman on the Pacific Coast, Marjorie 
J. Williams, writes of a situation involving 
the net operating loss deduction, which 
arises because of three conflicting deci- 
sions. 


Standing in line for available space, we 
have a thorough, comprehensive article on 
the application of taxes to oil and gas 
interests. It is written by a Texas CPA and 
engineer, S. M. Trevathan. 
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Tuis magazine is published 
to promote sound thought in 
economic, legal and account- 
ing principles relating to all 
federal and state taxation. 
To this end it contains signed 
articles on tax subjects of 
current interest, reports on 
pending state tax legislation, 
interpretations of tax laws 
and other tax information. 


The editorial policy is to 
allow frank discussion of tax 
issues. On this basis contri- 
butions are invited. Respon- 
sibility is not assumed for the 
contents of the articles or for 
the opinions expressed there- 
in. Editor, Henry L. Stewart; 
Washington Editor, Lyman 
L. Long; Business Manager, 
George J. Zahringer; Circula- 
tion Manager, M. S. Hixson. 
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The federal courts, the Tax Court and the Internal Revenue Service inter- 
pret the law by their numerous decisions. . . . In this department of 
the magazine, the reader will find comments on decisions and rulings 
selected from this never-diminishing stream for his current interest. 


In 1950, the United States Supreme Court 
reversed the California courts on a community-property issue 
and that decision was the basis for a recent ruling which taxes 
the full value of the proceeds of VA life insurance in the estate 
of the deceased veteran in a community-property state. The 
decision held that the wife of a deceased veteran had no com- 
munity-property rights to the proceeds of a national service life 
insurance policy in which she was not named beneficiary.— 
Wissner v. Wissner, 14 Lire Cases 124, 338 U. S. 655. So the 
Internal Revenue Service ruling makes the entire proceeds sub- 
ject to estate tax in the deceased veteran’s estate. 


A TAXPAYER hired a state public official 
whose influence would be helpful a a consultant. The salary 
paid to the public official was disallowed. The state law contained 
the usual prohibition against the payment of money to one of 
its officials. However, it was argued that there was nothing in 
the law to prohibit the public official from taking outside em- 
ployment. The Tax Court took a dim view of this argument and 
held that the public policy of the state and of the federal govern- 
ment would be frustrated if the deduction were considered an 
ordinary and necessary business expense of the taxpayer.— 
William T. Stover Company, CCH Dec. 22,049, 20 TC —, No. 48. 


: WHETHER or not you may keep a con- 
tingent fee, you have created a tax liability by its receipt under 
the claim-of-right doctrine. This doctrine means that fees which 
are received without restriction as to their use must be included 
in income. You may have to return the fees later but you pay 
taxes on them in the year of receipt. For example, a lawyer wins 
a case in the lower court and is paid a contingent fee. Later the 
case is reversed by the Supreme Court. The lawyer is obligated 
to return his client’s fee. It’s tough, but see Phillips v. Commis- 
sioner, 56-2 ustc J 10,067 (CA-7). 
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THE PURCHASE PRICE of whisky for the 
purpose of entertaining customers in a dry state cannot be 
allowed as an ordinary and necessary business expense.—Finley, 


CCH Dec. 22,047, 27 TC —, No. 46. 


EXPENDITURES for conserving income- 
producing property are deductible. Thus, the cost of acquiring 
a proxy might be such a deductible expense. But if the proxy is 
coupled with an interest, such as an option to buy stock, no 
expense deduction can be allowed. Such an option transaction 
may result in a profit. In fact, this tax cycle is not complete. 
The taxpayer must wait until its outcome in regard to the 
option.—Lawrence v. O’Connell, 56-2 ustc § 10,070 (CA-1). 


Tuts RULE converts travel expense deduc- 
tions in charitable contributions. Transportation expenses from 
home to office are personal—-not deductible. A Red Cross or 
church worker who performs volunteer services may treat such 
expenses as transportatiog from home to the place where the 
volunteer's services are required to be performed as a charitable 
contribution. The same applies to cost and maintenance of spe- 
cial uniforms if required in the performance of the charitable 
services.—Rev. Rul. 56-508. 


Ir A PIECE of machinery breaks because 
it has worn out, you cannot claim a casualty loss. A casualty 
loss arises from some force which causes the loss, not progres- 
sive deterioration. In the Rice case (CCH Dec. 22,027(M), 15 
TCM 1350) a taxpayer bought an 1l-year-old car and termed, 
without success, the breaking of the oil line, which brought 
about the ruination of the motor, a casualty loss. 


In A CASE that might be termed that of the 
“bigamous” tax return, the taxpayer tried to get two exemp- 
tions for his wife. On his separate return, he first claimed an 
exemption for her as a spouse under Section 151(b) and, then, 
considering her a dependent under Section 152(a)(9), tried to 
claim a second exemption for her under Section 15l(e). His 
“ingenious” argument was struck down by the Court of Claims, 
which, differing from the taxpayer, viewed the pieces of the Code 
as part of the whole and saw no intention on the part of Con- 
gress to create a spouse exemption with a two-way stretch.— 
Dewsbury v. U. S., 57-1 uste J 9221 (Ct. Cls.). 
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WHEN THE GOVERNMENT is a cus- 
tomer and is awarded damages for fraud, the damages are not a 
deductible income tax item by the seller. Sound public policy 
denies such a deduction. If allowed, such a deduction would 
frustrate a sharply defined national policy proscribing the con- 
duct of knowingly presenting false claims to the government.— 


Faulk, CCH Dec. 21,894, 26 TC —, No. 119. 


REGARDING WIVES and joint returns 
. .. They must sign the return. Some permit a tax accountant 
to sign their name. That’s wrong. The wife should not sign the 
return in blank. Wives are jointly and severally liable on these 
returns and where there’s a question or litigation about the 
return, they are often hard put for a defense. Under community 
property laws, at most, one half of community income is 
attributable to the wife. In such states, particularly, the wife 
should know all the facts about the husband’s income and return. 
See Douglas, CCH Dec. 22,030, 27 TC ~, No. 32, where the wife 


narrowly missed fraud penalties. 


[tT WILL NO LONGER make any difference 
to a stockholder whether he loses his money as the result of a 
direct loan to a corporation or from having acted as a guarantor 
of a loan to it. The guaranteed loan “becomes” worthless in his 
hands and, therefore, is covered as a nonbusiness bad debt by 
Section 23(k) (4) of the 1939 Code. Decisions in the Third, Fifth 
and Sixth Circuits that when a guarantor made good on a loan, 
he suffered not a nonbusiness bad-debt loss but an ordinary loss 
that was fully deductible under Section 23(e) (2), are overruled. 
The Supreme Court disagreed with the lower courts’ interpreta- 
tion that the guarantor’s claim for reimbursement from the debtor 
is worthless when it comes into existence upon his making good 
his guaranty. Applying the doctrine of subrogation, the Court 
said that the guarantor’s claim for reimbuisement is not a new 
debt but the transfer of the old obligations. Since it was guaranteed, 
it was at no time worthless in the hands of the creditor; there- 
fore, it must “become” worthless in the hands of the guarantor 
at the instant that he makes good on his guaranty. A dissenting 
opinion by Justice Harlan terms the Court’s interpretation of the 
subrogation doctrine as “strained.”—Putnam v. Commissioner, 
55-2 ustc J 9604, 224 F. (2d) 947 (CA-8), aff’d, 57-1 uste J 9200. 
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Tax news from the nation's capital as it is made by the executive, the 


legislative and the judicial branches of government. 


Headlining this 


month's report: new Assistant to the Secretary of the Treasury . . . pre- 


view of coming legislation . . 


. rates and due dates for the new highway 


use tax on trucks and busses . . . slump in manufacturers’ excise tax collec- 


tions 

Our Cover 
Featured on our cover this month is 
Russell E, :-Train, who was appointed as 


Assistant to the Secretary of the Treasury 
on November 9, 1956. Mr. Train succeeded 
Laurens Williams, who resigned to return 
to private law practice. 

As Assistant to the Secretary of the 
Treasury, Mr. Train heads the Legal Ad- 
visory Staff, which analyzes and prepares 
reports on legal aspects of tax legislation, 
and also provides legal advice to the Secre- 
tary on tax matters. Furthermore, he directs 
his staff in review of all tax regulations 
which are promulgated by the Treasury. 


Mr. Train participates in the representa- 
tion of the Treasury before the House 
Committee on Ways and Means and the 
Senate Finance Committee as to the posi- 
tion of the Treasury on prospective tax 
legislation and joins in stating its recom- 
mendations for changes in existing federal 
tax laws. 


Mr. Train’s thorough knowledge of the 
intricacies of the Congressional functions 
in the tax-writing committees, gained through 
years of experience, will be of great value 
to the Treasury Department. Prior to his 
appointment as Assistant to the Secretary, 
he was advisor to the Republican members 
of the Committee on Ways and Means of 
the House of Representatives for two years. 
During the Eighty-third Congress, he was 
clerk of that committee and played an 
important role in the mammoth revision of 
the internal revenue laws, which was en- 
acted into law as the Internal Revenue 
Code of 1954. Prior to becoming clerk of 
the House Committee on Ways and Means, 
he was an attorney on the staff of the Joint 
Congressional Committee on Internal Reve- 
nue Taxation. He is a member of the bar 
of the District of Columbia. 


Washington Tax Talk 
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. request for help in policing fraudulent tax ‘‘consultants."’ 


The Congress 


Legislative tax bills pertaining to small 
business, excise taxes, individual and corpo- 
ration income taxes can be expected to be 
thrown into the legislative hopper shortly 
after Congress convenes January 3. 


One of the subjects upon which some 
action is rumored is the repealed Sections 
452 and 462 of the 1954 Internal Revenue 
Code. These provisions gave businessmen 
the right to spread prepaid income and to 


claim tax deductions of reserves for ex- 
penses. New provisions would be aimed 
at providing the same effect but would 


avoid the possibility of double deductions 
in the year the new method was instituted. 


Small business can be expected to get 
some tax concessions during 1957. Just 
what pattern this relief will take is prob- 
lematical. Many voices have been heard, 
each with a different plan or plans. In 
October, the press reported a Presidential 
telegram to a man in Rochester, New York, 
in which the President reputedly disclosed 
that he would ask Congress to (1) lower 
the corporate income tax on the first $25,000 
of earnings from 30 per cent to 20 per cent, 
(2) permit corporations with few stock- 
holders to be taxed as partnerships, (3) 
provide accelerated tax depreciation on pur- 
chased used property and (4) stretch out 
to ten years the period for the payment of 
the tax on an estate consisting largely of 
investments in closely held corporations. 


Another suggested measure to provide 
small-business tax relief is a graduated 
corporate income tax. A bill was introduced 
in 1956 by Representative Patman (H. R. 
9067) to institute such a Under 
Patman’s bill a normal tax of 22 per cent 
would be levied against all corporate in- 
come; then a series of graduated surtax 
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system. 





rates would be imposed on all income over 
$100,000. The first $100,000 of taxable in- 
come would be free of the surtax. The 
next $100,000 to $500,000 would pay a surtax 
rate of 10 per cent; the next $500,000 to 
$1 million, 17 per cent; the next $1 million 
to $5 million, 22 per cent; next $5-$10 mil- 
lion, 29 per cent; next $10-$50 million, 32 
per cent; next $50-$100 million, 39 per cent; 
next $100-$500 million, 42 per cent; next 
$500 million to $1 billion, 49 per cent; and 
the next $1-$5 billion, 53 per cent. 


Small business interests are not neces- 
sarily looking for a fully graduated corporate 
income tax. As expressed by Joseph D. 
Noonan, executive secretary for the Smaller 
Business Association of New England, be- 
fore the recent National Tax Conference 
at Los Angeles, “We ask only that such 
number of steps be added so as to give small 
businesses earning up to $150,000 substantial 
tax relief to allow them to retain sufficient 
earnings for modernization and moderate 
expansion.” 


The proposal to effect a drop in the tax 
on the first $25,000 of income to 20 per cent 
would, under our present tax structure, 
mean a drop in the normal tax rate on all 
corporate income to that figure. In order 
to maintain the present rate paid on in- 
comes over $25,000, the surtax rate would 
have to be raised to 32 per cent instead of 
the present 22 per cent. If Congress does 
nothing at all, both small and large busi- 
nesses will benefit since the normal tax 
rate drops to 25 per cent on April 1. This 
means that the rate paid on corporate 
income over $25,000—now 52 per cent—will 
decrease to 47 per cent. Budgetary needs 
will probably encourage Congress to pre- 
vent the 5 per cent cut from taking place 
on all corporate income. It would mean a 
loss of around $1 billion to the Treasury. 
Politically, the government could not allow 
the big corporations to pay less without 
granting some reduction also to individual 
taxpayers. Present thinking is that small 
corporations will get some relief but that 
the 52 per cent rate on larger corporate 
incomes will continue. 


This does not mean that there will be 
no relief for individuals. The presence of 
Democratic control in both Houses of Con- 
gress should not be ignored. One of the 
planks of the Democratic platform in 1956 
called for an increase in the personal income 
tax exemption from the present $600 to $800. 
Once again, however, the issue of a balanced 
budget cuts in. The President’s views on this 
matter are well known and it is expected 
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that he would block any substantial tax cuts 
where a sizable surplus is not in prospect. 
Further, pressures from Congressmen for 
tax cuts may not be too great in 1957, since 
it is not an election year. A serious battle 
over individual income taxes, therefore, may 
not develop. 


Some change in the excise tax laws is 
foreshadowed by the hearings that have 
been conducted by the Forand Subcommit- 
tee of the House Ways and Means Com- 
mittee. Officials of the Treasury Department 
told the subcommittee that they will prob- 
ably ask for a continuation or extension of 
present excise tax rates beyond next April 1. 
Excises on liquor, cigarettes and autos are 
scheduled to drop on that date. A number 
of changes in the law have also been sug- 
gested by the Treasury: (1) Sales for pur- 
poses other than resale should be taxed as 
“retail sales”; (2) liberalization of the sys- 
tem of making exempt sales and the provi- 
sion of credits and refunds for tax-paid 
items sold for exempt purposes should be 
reconsidered; (3) the impact of the recom- 
mended change in the documentary stamp 
tax provisions—to tax the sales price, rather 
than the par value, of stocks—should be 
reviewed. 


The tax on transportation has been sub- 
jected to heated opposition. This includes 
the 10 per cent tax on passenger transporta- 
tion, the 3 per cent tax on freight, the 4% 
per cent tax on oil pipeline charges and the 
four-cent-a-ton tax on coal shipment. The 
Treasury realized nearly $215 million from 
passenger travel taxes, $450 million from 
freight and coal charges and $35 million 
from oil pipeline assessments in 1956. It 
is not expected that they will look favorably 
upon loss of this income. Rail, truck and 
air transport companies have joined hands 
in advocating repeal of the tax on the trans- 
portation of goods. One of their arguments 
is that the tax falls heaviest on low-income 
families since it is passed on to consumers 
in the form of price markups by wholesalers 
and retailers. Pinching the transportation 
outfits is the fact that many shippers are 
buying and operating their own trucks to 
avoid paying the tax. 


Whether or not taxes are cut, there are 
major changes in the federal tax structure 
impending. Congressional investigative ac- 
tivity into the workings of the Code has 
branched out to include private citizens. 
Chairman Mills of the House Ways and 
Means Subcommittee on Internal Revenue 
Taxation has appointed three groups of 


(Continued on page 60) 
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Partnership Expenses 
By GORDON J. NICHOLSON, CPA, Arthur Andersen & Co., Chicago 


Although in the majority of cases business expense deductions of 

a partnership vary only slightly from those allowable for individuals or 
corporations, there are certain items that must 

be given special treatment by a partnership in order that 

the maximum tax benefit may be derived from partnership expenses. 


This article discusses those situations. 


RGANIZATIONS which are considered 

as partnerships under the Internal Rev- 
enue Code exist in almost every field of 
endeavor. Their operations are varied; their 
tax problems many. This article, however, 
is limited in scope, being intended to cover 
only the tax treatment of expenses which 
an ordinary partnership might incur. 

The Internal Revenue Code’ provides 
very broadly that “The taxable income of a 
partnership shall be computed in the same 
manner as in the case of an individual .. .” 
with several specific exceptions. The regu- 
lations * expand very little on the bare lan- 
guage of the Code. Thus, in order to 
determine what expenses are deductible by a 
partnership, one must refer to those sections 
outside the realm of Subchapter K. 


Business Expenses 
Deductible by Partnerships 


Generally, expenses deductible by other 
businesses are deductible by a partnership. 


Section 162 of the 1954 Code states: “There 
shall be allowed as a deduction all the ordi- 
nary and necessary expenses paid or in- 
curred during the taxable year in carrying 
on any trade or business ” Some 
expenses of this nature are office rent, wages 
and salaries to employees, utility services, 
heating expenses, membership in business 
or professional organizations, payroll and 
property taxes, stationery, postage and other 
office supplies. 

Partnerships are also allowed such deduc- 
tions as accelerated depreciation,’ depletion * 
and bad debts.* The alternative methods of 
computing the amounts to be deducted are 
available to partnerships as well as other 
business entities. 

Property and business insurance premi- 
ums are deductible when paid or incurred 
in connection with business operations. On 
the other hand, payments of insurance premi- 
ums, that is, life insurance, covering part- 
ners personally are not deductible.® 





11954 Code Sec. 703(a). 
? Regs. Sec. 1.703-1(a). 
% Sec. 167. 

* Sec. 611-614. 

5 Sec. 166. 


Partnership Expenses 


*O. D. 243, 1 CB 160; Rev. Rul. 73, 1953-1 CB 
63; Clarence W. McKay, CCH Dec. 3599, 10 BTA 
949; Joseph Nussbaum, CCH Dec. 6029, 19 BTA 
868, Ernest J. Keefe, CCH Dec. 18,006, 15 TC 
947 (acq.); Alexander C. Yarnell, CCH Dec. 
16,048, 9 TC 616, aff'd, 48-1 ustc { 9385, 170 F. 
(2d) 272. 
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Fire, theft and casualty losses not covered 
by insurance, or losses in excess of insur- 
ance proceeds, are also deductible under 
Section 165 of the Code. If the property 
involved represents depreciable business prop- 
erty, such would constitute losses 
from involuntary conversion under Section 
1231 of the Code and not be deductible by 
the partnership, but they would be report- 
able by the individual partners." 


losses 


Generally, the partnership may deduct 
the amount of travel and entertainment ex- 
pense that it expends in the form of reim- 
bursement to its partners for actual ex- 
penses incurred by them.* However, even 
though there is a reimbursement no deduc- 
tion will be allowed where the expenses in- 
curred by the partner are of a personal 
nature.” If, for example, a partner takes his 
wife along on a business trip, the amount 
of travel expense attributable to her, though 
reimbursed by the partnership, would not 
be allowed as a partnership deduction. 


Expenses of maintaining the proficiency 
of a professional-service partnership, through 
subscriptions to periodicals and services of 
a temporary nature, are generally deductible 
by the partnership.” Services and books of 
a more permanent nature should be capital- 
ized and charged off in the form of depreci- 
ation over their estimated useful life” A 
deduction for expenses incurred in attend- 
ing a professional conference, while somewhat 
less of a certainty, especially if considered 
educational and personal in nature, has been 
allowed in the case of a lawyer attending 
the Fifth Annual Institute on Federal Taxa- 
tion conducted by New York University.” 
The deduction allowed in that case included 
tuition and travel expenses to New York 
City. The theory of the deduction was that 
the lawyer’s need for tax knowledge, in 
order to effectively carry out his professional 
work, overshadowed the personal nature of 
the information obtained. 


The Code™ excludes a partnership from 
taking certain deductions available to indi- 
viduals. Included among these items are the 
so-called “nonbusiness” expenses of Section 
212 of the Code. expenses 
constitute ordinary and necessary expenses 


Nonbusiness 


paid or incurred during the taxable year 


for the production or collection of income, 
or for the management, conservation or 
maintenance of property held for the pro- 
duction of income. While this section would 
seem to disallow such deductions as to a 
partnership, a different approach could well 
consider expenses, such as investment serv- 
ices, safety deposit box fees, legal expenses 
in connection with the management, con- 
servation or maintenance of partnership 
assets, as necessary business expenses of 
the partnership. Thus, a cost which is a 
nonbusiness expense with respect to an indi- 
vidual might be considered an expense neces- 
sary to the efficient operation of the partnership 
and, therefore, a legitimate deduction for 
the partnership. 


Some expenses may be considered as only 
partly attributable to the business of a part- 
nership, the other part being personal in 
nature and, therefore, not deductible. Ex- 
amples of this are a business operated from 
a personal residence of one of the partners 
and an automobile used for both personal 
and business purposes. In each case it is 
necessary to determine what portion of the 
property involved is used for partnership 
business.“ Once this is determined, deduc- 
tions allowed the partnership (on a pro- 
rated basis) will generally cover the same 
types of items that would be allowed if the 
property were used entirely for business 
purposes. 


There is no predetermined method govern- 
ing the allocation of these expenses, and 
the allocation may differ from one expense 
to the other. However, the method used 
must be one which will produce an end 
result clearly reflecting income. 


Under the pre-1954 law, “salary” and 
“interest” paid to partners were not treated 
as such, but were considered as merely a 
form of paying all or a part of the partners’ 
share of the partnership income. No deduc- 
tion was allowed the partnership for such 
payments. The partner treated the amounts 
as all, or part, of his distributive share of 
partnership net income includable in his 
personal return. 


Under the 1954 Code, if a partnership 
“guarantees” payments to a partner for the 
use of capital or for services rendered and 





* Sec, 702(a)(3). 

8Sec. 162(a): 2. M. Godson, CCH Dec. 
15,314(M), 5 TCM 648; Holcombe v. Scofield, 
50-1 ustc § 9200 (DC Tex.). 

* Sec. 262. 

” Kenneth Blanchard, CCH Dec. 19,679(M), 12 
TCM 550; Julius I. Peyser, CCH Dec. 13,076(M), 
1 TCM 807: Irving L. Shein, CCH Dec. 
18,816(M), 11 TCM 191. 
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"1 Arthur A. Beaudry v. Commissioner, 45-2 
ustc J 9328, 150 F. (2d) 20 (CCA-2). 

2% George G. Coughlin v. Commissioner, 53-1 
ustc § 9321, 203 F. (2d) 307 (CA-2). 

8 Sec. 703(a)(2)(F). 

“4 Abraham W. Ast, CCH Dec. 3215, 9 BTA 
694; Wagner v. Lucas, 2 ustc { 471, 38 F. (2d) 
391. 
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the payment is not contingent on the part- 
nership’s earnings or profits, the partner- 
ship may deduct such “guaranteed” salaries 
and interest as though such payments were 
made to a nonpartner. The Code” specifi- 
cally states that such payments are to be 
considered as payments to nonpartners only 
for the purposes of Section 6l(a) (relating 
to gross income) and Section 162(a) (relat- 
ing to trade or business expenses). There- 
fore, such payments which are in the form 
of a salary are not subject to withholding 
for income or social security taxes. Also, 
the partner is apparently required to conti- 
nue to report the payments as income on 
the same basis as other partnership profits. 


When a partner retires or dies, payments 
may be made to the retired partner or, in 
the case of a deceased partner, to the estate 
of the deceased partner. When such pay- 
ments are made as a distributive share of 
partnership profits and are not made for an 
interest in the partnership, they are treated 
as a reduction of profits taxable to the 
active partners. The payments may take the 
form of guaranteed payments (a salary) or 
they may be merely a percentage of profits.” 
Thus, such payments are, in effect, treated 
the same as deferred compensation arrange- 
ments made by corporations to retired offi- 
cers and may be used by a partnership for 
that purpose. 


In some instances it is necessary that one 
or more of the partners be at the place of 
business 24 hours a day. In such a situation 
the partnership may furnish the partner 
room and board. This was the case in George 
A. Papineau," where it was held that a part- 
ner who manages a hotel for his partnership, 
living at the hotel as a part of his job, has 
no taxable income from meals and lodging 
furnished to him. However, no deduction 
was allowed to the partnership for the costs 
attributable thereto. 


The Commissioner in a later ruling™ made 
his position very clear: Costs attributable to 
meals, lodging and other personal or living 
accomodations of the resident owner and 
family are not deductible items. In addi- 
tion, the increase in partnership income re- 
sulting from the nondeductible expenses must 
be included in the resident partner’s share 
of partnership profits. Two circuit courts ” 


have seen fit to follow the Commissioner’s 
ruling by using the rationale that the “con- 
venience of the employer” rule does not 
apply to a partner in a partnership. 


Business Expenses Deductible by Partner 


Many of the expenses not deductible by 
the partnership are deductible by the part- 
ners. These expenses are set out as excep- 
tions to the general rule that income of a 
partnership shall be computed in the same 
manner as in the case of an individual. Ex- 
amples of specifically treated items are gains 
and losses from the sale or exchange of 
property, charitable contributions, dividends 
(entitled under the Code to exclusion, credit 
or deduction), taxes paid or accrued to for- 
eign countries or possessions of the United 
States, partially tax-exempt interest, and any 
item prescribed by regulation to be so segre- 
gated.” These items are then reported by 
the individual partner on his personal re- 
turn in their original character as though 
they were realized or expended by him 
personally." For example, an individual 
partner must add his distributed share of 
the partnership’s charitable contributions to 
his personal contributions, and the combined 
figure must comply with the limitations stated 
in the Code. They are lost if the individual 
partner elects to use the standard deduction. 


In addition to the above exceptions, the 
partnership is not allowed certain deductions 
which are peculiar to individuals on their 
personal returns. These deductions are the 
standard deduction, personal exemptions, 
net operating loss deduction and other item- 
ized deductions allowed individuals.” To 
allow these deductions on the partnership’s 
return would give the taxpayer a double 
deduction. 


Generally, a partner is not allowed a de- 
duction on his personal income tax return 
for unreimbursed expenditures on behalf of 
the partnership.” In this respect the part- 
ner-partnership relation is the same as that 
of an employee and employer. However, 
some courts in certain restricted factual 
situations have allowed the partner a deduc- 
tion for the expenses paid by him for the 
partnership.* In this connection it appears 
advisable that the partnership agreement 





% Sec. TO07(c). 

% Regs. Sec. 1.736-3. 

™ CCH Dec. 18,044, 16 TC 130 (nonacq.). 

% Rev. Rul. 80, 1953-1 CB 62. 

”U, 8. v. Moran, 56-2 ustc { 9836 (CA-2) and 
Commissioner v. Doak, 56-2 ustc { 9708, 234 F. 
(2d) 704 (CA-4). 

* Sec. 703(a). 

1 Sec. 702(a). 


Partnership Expenses 


2 Sec. 703(a). 

% Hiram C. Wilson, CCH Dec. 5515, 17 BTA 
976; Western Construction Company, CCH Dec. 
17,550, 14 TC 453. 

* Flood v. U. 8., 43-1 ustc { 9259, 133 F. (2d) 
173 (CCA-1); Hdward A. Pierce, CCH Dec. 5686, 
18 BTA 447; Dwight A. Ward, CCH Dec. 19,661, 
20 TC 332. 





contain a provision that the partners should 
bear these unreimbursed expenses. Where 
this is done the partner may deduct part- 
nership expenses paid by him.” 


Business Expenses Not Deductible 
by Partnership or Partner 


Many business expenses are not deduc- 
tible by either the partnership or any of its 
partners. Any payments such as profit 
sharing, pension, group life insurance, and 
accident and health insurance payments which 
are applicable to partners rather than em- 
ployees are considered to be personal ex- 
penses of the partners and are not deductible.” 


In addition, organization expenses of a 
partnership are not deductible when paid 
but must be capitalized.” These expenses 
do not even appear to be amortizable as is 
allowed in the case of corporations under 
Section 248(a) of the Code, since that sec- 
tion allows amortization by corporations 
only. Instead, these expenses can be de- 
ducted only in the year of dissolution of the 
partnership 


Deductibility of Business Expenses 
If Taxed as Another Business Entity 


All partnership operations discussed up 
to this point have been considered from the 
point of view that the particular business 
organization was determined to be taxable 
as a partnership. It is possible, however, 
for an organization commonly identified as 
a partnership to be voluntarily taxed as a 
group of individuals or to be voluntarily or 


involuntarily taxed as a corporation. 
-] 


A partnership, as defined by the Code, 
includes a syndicate, group, pool, joint ven- 
ture or other unincorporated organization 
which is not, within the meaning of the 
Code, a trust, estate or corporation. How- 
ever, Section 761(a) describes two types of 
unincorporated organizations which may by 
election be excluded from the partnership 
provisions of the Code. The types of or- 
ganizations for which such an election may 
be made are those availed of (1) for invest- 
ment purposes only and not for the active 
conduct of a business or (2) for joint pro- 
duction, extraction, or use of property, but 
not for the purpose of selling services or 
property produced or extracted. Each mem- 
ber must be able to determine his income 
without computation of partnership income. 


% Frederick 8S. Klein, CCH Dec. 21,573, 25 TC 
1045. 

26 See footnote 6. 

* Abe Wolkowitz, CCH Dec. 17,168(M), 8 TCM 
754. 
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Even though investing partnerships are 
covered by the provisions of the Code, appli- 
cation to the natural resources industry, 
particularly oil and gas operations, is by 
far the most important. The regulations” 
covering this area provide further that (1) 
the members must retain ownership of the 
property in themselves as co-owners in fee 
or under a contract or lease granting exclu- 
sive operating rights, (2) each member, as 
co-owner, must reserve the right to take 
or dispose of his share of production in 
kind, (3) the co-owners must not jointly 
sell the property produced or extracted, al- 
though a member may delegate authority to 
sell his share of production for a period not 
in excess of the minimum needs of the in- 
dustry and in no event for more than one 
year, and (4) the organization must not 
have as one of its principal purposes cycling, 
manufacturing or processing operations for 
nonmembers. 


In the case of every joint operation, re- 
gardless of when formed, the election not 
to be subject to the provisions of Subchap- 
ter K must be made in a partnership return. 
Such return, in lieu of the usual information, 
need show only the name and address of 
the organization and it must contain a state- 
ment showing the names and addresses of 
all the co-owners, the section under which 
it qualifies for the election, a statement that 
all members elect to be excluded, and a 
statement indicating where information about 
the agreement may be secured. 


The operator will normally file the part- 
nership return with the written election. 
However, if there is doubt as to whether 
the operator has filed, it will probably be 
acceptable for any co-owner to file the return. 

If the election is validly made, no further 
partnership returns are required, but the 
organization is required to file, annually, 
Form 1099 in respect of each person who 
was a member of the organization for any 
part of the calendar year.” 


If a qualified partnership elects to be 
taxed as a group of individuals as outlined 
in the preceding paragraphs, expenses of 
the group will necessarily receive different 
tax treatment insofar as reporting and de- 
ductibility are concerned. Each individual 
will report his share of the expenses just 
as if he were operating a separate individual 
proprietorship. 


(Continued on page 50) 
°8 Secs. 7701(a)(2) and 761(a). 


* Regs. Sec. 1.761-1(a) (2) (ili). 
® Regs. Sec. 1.761-1(a) (2)(V) (a) (2). 
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How You Should Handle 
Advertising Costs 


By CLARK E. BOWEN 


Mr. Bowen, a Miami Beach, Florida attorney, discusses in detail 
the Internal Revenue Service's criteria for advertising as a tax deductible 
expenditure. However, these ‘‘ordinary,"’ ‘‘necessary,"’ ‘‘reasonable"’ 


and “‘legality"’ tests have given rise 


to many borderline cases which force the conclusion that in 
certain areas, the law is unsettled as to deductions for advertising. 


pe tigger id has been defined as a 
‘Mdevice used to promote the 
goods and/or services or to create good 
will for a company’s products. Assuming 
the existence of a trade or business, adver- 
tising is generally included within Section 
162(a) and is deductible as a business ex- 
pense. Regulations 118* explain that busi- 
ness expenditures deductible from gross 
income include the ordinary and necessary 
expenditures directly connected with the 
taxpayer’s business. Among the items in- 
cluded in business expenditures «re adver- 
tising and other selling expenditttres. 


sale of 


‘lu be deductible, the advertising expense 
must be ordinary and necessary as well as 
reasonably related to the taxpayer’s busi- 
It is recognized as a legitimate ex- 
pense as long as it is not carried to an 
unreasonable extent, if it is not an attempt 
to avoid taxes or is not contrary to public 
policy. Even if the advertising expenses 
are unusual in amount or seldom recur, 
such factors do not deprive them of their 
inherent characteristic of expense items.’ 


ness. 


Types of advertising are many and varied. 
There is institutional advertising, used for 
the purpose of developing good will or to 
influence the buying habits of the public. 
There is advertising to disseminate infor- 
mation about an illegal item or to propa- 
gandize certain ideas. There is advertising 


in the form of lotteries, prizes, samples and 
other “gimmicks,” and then there is just 
plain business advertising, with all types of 
ramifications, for the 
goods. 


purpose of selling 
J. K. Lasser, in an attempt to discover 
what types of advertising were listed as 
advertising expenses by businesses sent a 
check list of possible advertising expenses 
to 1,000 of the largest companies listed in 
the Standard Advertising Register. This 
check list was to ascertain what kind of 
expenses were included in the companies’ 
budgets for advertising expenses, and ex- 
actly how each company defined advertising 
in its accounting procedure. The question- 
naire * was answered by 297 companies. 
The following formula was used to classify 
the information: Each item that 80 per cent 
or more of the companies considered ad- 
vertising was listed in a table under “Ad- 
vertising”; every other item was listed 
under “Other Expenses.” The items classi- 
fied as advertising and the percentage of 
companies classifying them as such were 
newspapers and magazines, 99 per cent; 
posters, 95 per cent; theater programs, 88 
per cent; outdoor advertising space, 94 per 
cent; catalogues, 97 per cent; radio and tele- 
vision time, 95 per cent; broadcasts in buses, 
85 per cent; car cards or station signs, 87 
per cent; cooperative advertising, 92 per 








1 Sec. 39.23(a)-1; Transamerica Corporation v. 
U. 8., 46-1 ustc § 9255, 65 F. Supp. 470, 107 
Ct. Cls. 177: Julia Dahl, CCH Dec. 7337, 24 
BTA 1167; Ray Crowder, CCH Dec. 19,318, 19 
TC 329. 


Advertising Costs 


2? First National Bank of St. Louis, CCH Dec. 
1257, 3 BTA 807. 

***Treasurers Define the Nature of Advertis- 
ing Items,"’ 97 Journal of Accountancy 428 
(April, 1954). 
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cent; window and counter displays, 93 per 
cent; store signs, 93 per cent; novelties, 90 
per cent; also, fees, art work, engraving, 
etc., necessary to prepare the above material, 
as well as travel expenses incurred in the 
preparation of such materials. 


Some of the items listed under other 
expenses were entertaining customers or 
prospects, 74 per cent; testing bureaus, 75 
per cent; charitable donations, 46 per cent; 
picnic and bazaar programs, 53 per cent; 
guarantees, 31 per cent; fees paid to others 
for advice, 55 per cent; sales department 
expenses, preparation and packing of ma- 
terials, etc. 

However, the listing of such items as 
advertising expenses by businesses does not 
mean that these items are tax deductible. 
The Internal Revenue Service has developed 
its own criteria of tax deductible expendi- 
tures, including advertising, and they are: 

(1) Is the expense an ordinary one? 

(2) Is the expense necessary? 

(3) Is the expense reasonable? 


(4) Is the expense for an illegal busi- 

ness or to contradict a well-defined public 
policy or for the dissemination of propa- 
ganda? 
If the answer is “yes” to the first three 
questions, the expense is deductible but 
with still another factor to be ascertained: 
Is the expense a current one or is it to be 
amortized over a period of time? If the 
answer to question four is “yes,” the ex- 
pense is not deductible. 


In 1942 the Commissioner of Internal 
Revenue outlined a policy to be used in 
determining the amount of advertising costs 
deductible for federal income tax purposes.‘ 
Although this policy was for the purpose 
of clarifying institutional advertising * dur- 
ing wartime, the policy also relates to many 
types of advertising in use today. 

The Commissioner stated that to be de- 
ductible, advertising expenses had to be 


ordinary and necessary and bear a reason- 
able relation to the business activity; that 
the Service recognized that advertising was 
a necessary and legitimate business expense 
as long as it was not carried to an unneces- 
sary extent or did not become a device to 
avoid proper tax payments, but that no 
definite rule for determining what is rea- 
sonable in the case of advertising expendi- 
tures could be laid down in advance to fit 
all classes of taxpayers; that in determining 
whether the amounts were reasonable, it 
Was necessary to take into consideration all 
the facts and circumstances in each par- 
ticular case. 


Let’s take a look at some of the cases 
involved in each criterion to see what the 
courts and Service have decided about 
them. As usual, the cases are the border- 
line ones that are difficult to decide. 


Ordinary and Necessary 


The “ordinary” and “necessary” tests 
usually go hand in hand and any adver- 
tising expenditure will first be scrutinized 
with these in mind. An ordinary expense 
is one generally defined as an expense that 
is customary or usual within the experience 
of a particular trade, industry or com- 
munity,® but it is not necessarily a habitual 
or normal expense in the sense that the 
same taxpayer will have to make it often.” 


A necessary expense is one that is ap- 
propriate and helpful to the business.’ 
Proof of the latter by the taxpayer has 
been generally accepted by the courts as 
the correct answer, the court in one case 
explaining: “We should be slow to over- 
ride the taxpayer’s judgment that the 
expenditures are necessary * A de- 
duction may be necessary but if it is not 
ordinary it will not be allowed as a deduc- 
tion, as stated in the case of a taxpayer 
who obtained a loan on payment of a sum 
lost by loaner in a prior year on the liquida- 
tion of another company in which the 





‘I. T. 3564, 1942-2 CB 87; I. T. 3581, 1942-2 
CB 88. 

5 Institutional advertising peddles ideas such 
as safety rules, public health, etc., instead of 
merchandise. It started during World War II 
because many manufacturers found themselves 
without anything to advertise and, rather than 
let the public forget them, they advertised as 
much as they could about what they were doing 
to help in the war effort. The idea has con- 
tinued and expanded to other phases of adver- 
tising. 

Expenses for advertising by American com- 
panies in Latin America through radio and 
newspaper for the purpose of maintaining trade- 
marks, good will and position in those areas 
during the war period were deductible as ad- 
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vertising expenditures. Special ruling, CCH 
Federal Tax Reports (1942 Ed.), { 6468, July 17, 
1942. 

® Ray Crowder, cited at footnote 1. ‘‘Expense 
was ordinary as shown by use of a similar plan 
in the community.”’ 

™Thomas H. Welch, CCH Dec. 7365, 25 BTA 
117, aff'd, 1933 CCH { 9241, 63 F. (2d) 976 
(CCA-8), aff'd, 3 ustc $1164, 290 U. S. 111, 54 
S. Ct. 8. 

$1954 Code Sec. 162(a); Welch v. Helvering, 
cited at footnote 7; Foye Lumber & Tie Com- 
pany, CCH Dec. 9110, 33 BTA 271; Deputy v. 
duPont, 39-1 ustc { 9426, 1038 F. (2d) 257, rev'd, 
40-1 ustc J 9161, 308 U. S. 488. 

* Case cited at footnote 7. 
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taxpayer was a principal owner.” Also, in 
Welch v. Helvering the court remarked: 
“. .. but the problem is not solved when 
payments are characterized as necessary. 
There is need to determine whether they 
are ordinary and necessary.” ™ 


The nature of the advertising is not re- 
stricted and the following cited cases will 
give a general idea of some of the issues 
that have been litigated. 


Types of advertising not allowed as de- 
ductions.—The fact that there is a legal 
obligation to pay an advertising expense is 
not enough to establish a deduction. The 
expense must still meet the “ordinary” and 
“necessary” tests.” If the taxpayer deducts 
an amount for advertising expenses larger 
than that stated in a contract for adver- 
tising, such amount is not ordinary and 
necessary, and only that amount stated 
under the contract will be allowed.“ Pay- 
ments that are prohibited in a contract and 
then made in violation of the contract are 
not allowable as deductions.” 


Types of advertising expenditures allowed 
as deductions.—These include the following: 


(1) cost of equipping an employees’ baseball 
team; ™ 


(2) cost of maintaining and exhibiting 
show horses and dogs when it was proven 
that the maintenance of such was not a 
hobby of the controlling stockholder; ” 


(3) cost of maintaining a display cot- 
tage in order to advertise building materials ; * 


(4) losses of a subsidiary operating a 
hotel at a spring, the waters of which were 
sold by the taxpayer’s bottling company in 
its business; hotel was considered as ad- 
vertising the spring-water business for the 
bottling company; * 


(5) cost incurred by a realty company 
advertising the business of one of its ten- 
ants, as failure of the tenant’s business 


would reduce value of holding company’s 
other property in the neighborhood; ™ 

(6) cost of advertising by a factory in a 
labor and trade paper; ” 

(7) cost of tickets for local benefits 
bought by wholesaler from his customers in 
order to maintain good will in the com- 
munity; ” and 


(8) whiskey samples distributed by sales- 
man to his customers, no state law being 
violated.” 

When unusual methods of advertising are 
used, the Tax Court is generally more 
liberal than the Commissioner in treating 
the expenditure as ordinary and necessary 
and reasonable. For example, a corporation 
was allowed to deduct the cost of sending 
its principal officer and wife, also a di- 
rector of the corporation, to Africa on a big 
game hunt. The publicity, films and news- 
paper reports were of such value as to 
make the cost of the safari deductible. The 
court declared, “that it was extremely good 
advertising at a relatively low cost and that 
advertising of equal value could not have 
been obtained for the same amount of 


23 
money. 


According to the cited cases, the de- 
cisions in the majority of them were in 
favor of the taxpayer, thus sustaining the 
fact that the courts thought that the tax- 
payers knew more about the necessity of the 
advertising in question than the Service did. 


Reasonable 


The third criterion, reasonableness, states 
that the expense must be reasonable in 
amount and have a reasonable relation to 
the business activity. Though the Service 
uses the reasonable test, several circuit 
courts, with the exception of the Second 
Circuit, seldom take it into consideration. 


No deductions were allowed a jeweler, 
Schultz, for keeping and showing a show 





” Foye Lumber & Tie Company, cited at foot- 
note 8. 

1 Case cited at footnote 7. 

2 Interstate Transit Lines, CCH Dec. 11,883, 
44 BTA 957, aff'd, 42-2 ustc { 9618, 130 F. (2d) 
136 (CCA-8), aff'd, 43-1 ustc { 9486, 319 U. S. 
590. 

1% Heckett Engineering, 
16,185(M), 6 TCM 1305. 

“% Harry Boverman, CCH Dec. 16,300, 10 TC 
476. A business deduction was not allowed be- 
cause the contract prohibited the types of de- 
ductions that were made; this decision would 
also apply to advertising expenses. 

% Julia Dahl, cited at footnote 1. 

1% Rodgers Dairy Company, CCH Dec. 17,453, 
14 TC 66 (acq.). 


Inc., CCH Dec. 


Advertising Costs 


17 Simons Brick Company, CCH Dec. 4703, 14 
BTA 878, aff'd, 1930 CCH { 9700, 45 F. (2d) 57, 
cert. den., 283 U. S. 834; same type of deduc- 
tion was denied in A. R. Calvelli, CCH Dec. 
11,404, 43 BTA 6, because there was not enough 
proof of use to the business. 

18 Shasta Water Company, CCH Dec. 12,411-B, 
BTA Memo. Op., February 6, 1942. 

% Hennepin Holding Company, 
6938, 23 BTA 119. 

2 A. Sprunt @ Son, CCH Dec. 7250, 24 BTA 
599. 

1 Victor J. McQuade, CCH Dec. 1625, 4 BTA 
837. 

2 Maurice Harvey, CCH Dec. 20,014(M), 12 
TCM 1358. 

23 Sanitary Farms Dairy, 
21,376, 25 TC 463. 


CCH Dec. 


Inc., CCH Dec. 
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horse named Schultztime. The court de- 
clared that such advertising had no relation 
to the business of the owner.™ 

Contributions to a chamber of commerce 
fund for “industrial and publicity purposes” 
were not deductible in excess of the mem- 
bership fees paid to the chamber of 
commerce.” 

A corporation was not entitled to deduct 
a share of the expenses of a wedding re- 
ception held for the daughter of its major 
stockholder-officer to which potential and 
past customers had been invited. The court 
said that no mention of the business was 
on the invitations nor was there any proof 
that the guests realized that they had been 
invited for business reasons.” 


A recent Revenue Ruling” gives another 
slant concerning the reasonableness of ad- 
vertising expenses. The ruling states that 
a corporation manufacturing louvered win- 
dows, etc., could install its products in 
individual homes for the purpose of adver- 
tising the products. The corporation would 
use the homes for demonstration purposes 
while title to the goods would be vested in 
the homeowner. The Service declared that 
such demonstrations were to be considered 
part of an advertising campaign and that 
the expenses were currently deductible as 
they were directly related to the corporate 
business. Any payments made for damage 
to the homes caused while the items were 
being installed were also to be included as 
part of the advertising expenses. (Notice to 
homeowners: the fair market value of the 
goods installed is taxable income.) 


Advertising as Propaganda 


Regulations 118 for the 1939 Internal 
Revenue Code declare that “sums of money 
expended for lobbying purposes, the pro- 
motion or defeat of legislation . . . 
including advertising other than trade adver- 
tising . are not deductible from gross 
income.” The advertising angle for lob- 
bying purposes is usually indirect, that is, 
by contributions made to business associa- 


28 


~ % James Schultz, CCH Dec. 18,128, 16 TC 401 


(acq.). 

* 1, T. 2375, VI-2 CB 76. 

2% Haverhill Shoe Novelty Company, CCH Dec. 
17,889, 15 TC 517. 

7 Rev. Rul. 56-181, I. R. B. 1956-18, 27. 

*8 Code Secs. 39.23(0)-1(f) and 39.23(q)-1(a). 

* Roberts Dairy Company v. Commissioner, 
52-1 ustc { 9286, 195 F. (2d) 948 (CA-8), cert. 
den., 344 U. S. 865; American Hardware and 
Equipment Company v. Commissioner, 53-1 ustc 
4 9221, 202 F. (2d) 126 (CA-4), cert. den., 346 
U. S. 814. 

% Textile Mills Security Corporation, 41-2 ust 
{ 9784, 314 U. S. 326. 
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tions for the purpose of influencing the 
public—indirectly, legislation. 

In two recent cases ” the court disallowed 
sums paid to a trade association because 
the charter of the association involved had 
been amended for the purpose of influenc- 
ing legislation. The contributions were to 
an association organized in 1943 to conduct 
research activities. In 1949 the charter was 
amended to allow dissemination of infor- 
mation on tax disparities between private 
business and cooperatives. Until 1949 the 
contributions had been allowed as business 
deductions; after 1949 the contributions were 
disallowed. In a similar case, where a 
business deduction was refused, the court 
stated that the propaganda regulation was 
to be given force of law and “no ex- 
penditure coming within its terms would be 
permitted as a deduction.” ” 


However, in other cases the courts al- 
lowed as expenses amounts contributed to 
the National Association of Manufacturers ™ 
and to the United States Chamber of Com- 
merce™ because such associations did not 
have as their major purpose the influencing 
of legislation. 


If direct methods of advertising are used 
in an attempt to defeat or promote legis- 
lation, the amounts so expended are non- 
ductible business expenses. In the case of 
the Sunset Scavanger Company,” which spent 
money for advertising in a local newspaper 
for the purpose of defeating a proposed 
city ordinance, such amounts were not al- 
lowed as business deductions. 


Proof of Expense 


Proof of the expense is needed for ad- 
vertising expenditures the same way as for 
any other business expenditures. A pay- 
ment designated “Chairman of the Com- 
mittee Advertising Fund” was not sufficient 
proof that the funds were being spent for 
advertising as no corroborative evidence 
was given by the taxpayer.” Proof can be 
substantiated by canceled checks,” but in 
the case of a life insurance salesman, the 


% Addressograph-Multigraph Corporation, CCH 
Dec. 14,387(M), 4 TCM 147. 

8 Smith-Bridgman & Company, CCH Dec. 
18,087, 16 TC 287; Hirsch-Weis Manufacturing 
Company, CCH Dec. 4680, 14 BTA 796; Hmery, 
Bird, Thayer Dry Goods Company, CCH Dec. 
6312, 20 BTA 796; A. L. Killian Company, CCH 
Dec. 11,766, 44 BTA 169, aff'd, 42-2 ustc { 9487, 
128 F. (2d) 433. 

CCH Dec. 8808, 31 BTA 758, aff'd and rev'd, 
36-2 ustc { 9367, 84 F. (2d) 453. 

%W. B. Harbeson Lumber Company, CCH 
Dec. 7244, 24 BTA 542. 

%*% Isadore Angel, CCH Dec, 5594, 18 BTA 39. 


TAXES —The Tax Magazine 





advertising expense was disallowed because 
the checks were drawn on a hotel.” 

It is not considered proof when the 
checks are made out to cash,” nor when 
check stubs from a checkbook are produced.” 
The advertising expenses have to be itemized 
the same as other business expenses.” No 
deduction will be allowed for an indefinite 
description of the so-called advertising 
expenses.” 


Prizes and Contests 


The deduction of amounts paid as prizes 
in contests used for advertising purposes 
follows the same major-pattern rules as for 
other advertising expenses; that is, the 
advertising expense must be ordinary and 
necessary and reasonable in its relation to 
the business. 


Tickets on an auto were distributed by 
a restaurant owner to his patrons and the 
owner of the lucky ticket was to receive an 
auto as the prize. The cost of such was 
considered an advertising expense.“ A bank 
was allowed to deduct as advertising ex- 
pense the cost of prizes—small savings 
banks—in a contest.“ Another business 
was allowed to deduct the expense of pro- 
moting a prize contest, the purpose of 
which was to obtain contracts on a new 
selling plan.® 


Lotteries by themselves are not con- 
sidered as advertising expenditures as there 
is no skill involved, but if there are com- 
petitions in which skill or judgment is the 
predominant factor in determining the win- 
ners, such contests are not to be classified 
as lotteries. The three necessary elements 
of a lottery are: the furnishing of a con- 
sideration, the offering of a prize, and the 
distribution of the prize by chance rather 
than by merit.“ The element of merit is 
the one on which courts base their deci- 
sions as to whether the advertising is a 
lottery or not. 

The Pepsi-Cola Company of New York 
engaged in an advertising campaign called 


3° M. J. Donnelly, CCH Dec. 16,699(M), 7 TCM 





3%t Michael Markovits, CCH Dec. 19,138(M), 11 
TCM 823. 

% Joseph Leiter v. U. 8., 
(DC Iil.). 

% General Brass & Machine Works, Inc., CCH 
Dec. 14,808(M), 4 TCM 949. 

” Rhode Gregory, CCH Dec. 4702, 14 BTA 907. 

“11. T. 1667, II-1 CB 83. 

“2 Citizens Trust Company of Utica, CCH Dec. 
959, 2 BTA 1239 (acq.). 

«3 United Profit Sharing Corporation v. U. 8., 
1 ustc § 319, 66 Ct. Cls. 171. 

“Brooklyn Daily Hagle v. Voorhies, 181 F. 
579, (DC N. Y., 1910). 


1933 CCH { 9553, 
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the “Treasure Top” contest. The contest- 
ants were required to complete the sentence, 
“Pepsi-Cola hits the spot because Silas 
A bottle cap was to be submitted with 
each written entry and cash prizes were 
awarded on the basis of the best written 
answers. The City of Birmingham, Ala- 
bama, declared that the contest was a 
lottery, thus violating the state constitu- 
tion. The court said it was not a violation 
because “the exercise of skill by the con- 
testants removed the contest from the lot- 
tery category.” * 


In the Brooklyn Daily Eagle case, the 
newspaper offered prizes for the best essay 
on the name of a certain breakfast food. 
Each essay was to be accompanied by three 
labels. The court said: “It is not a lottery 
if the offer is made and carried in good 
faith and the prizes are awarded on merit. 
The mere fact it is an advertising scheme 
does not make the plan a lottery.” “ 


Illegal Advertising 


There is nothing in the Internal Revenue 
Code about the deductibility of expenses 
for illegal businesses, but since the incomes 
of wholly illegal businesses are subject to 
tax, and since the tax applies to net income 
rather than gross income, it could be 
logically argued that all expenditures which 
are closely related to the production of in- 
come, even though illegal, should be con- 
sidered ordinary and necessary. It seems 
that punishment for the illegal activity 
should be administered under the laws 
which make the activity unlawful, rather 
than by means of denying an income tax 
deduction. The courts, with exceptions, 
have adopted the viewpoint that the adver- 
tising expense will be disallowed if the 
expenditure is contrary to some well-defined 
public policy. Thus, the disallowance of 
the expenditure deduction also acts as an 
added penalty for violating the law.” 


In the Lilly case“ the court declared 
that a deduction for advertising expenses 





* Minges v. City of Binghamton, 36 So. (2d) 
93 (Ala., 1948). 

* Case cited at footnote 44. 

“ Avakian, ‘‘Deduction of Expenditures Grow- 
ing Out of Violation of Law or Public Policy,"’ 
28 Journal of the State Bar of California 365 
(September, 1953). 

#8 CCH Dec. 17,669, 14 TC 1066, aff'd, 51-1 ustc 
{ 9227, 188 F. (2d) 269, rev'd, 52-1 ustc { 9231, 
343 U. S. 90. Taxpayer was engaged in adver- 
tising and promoting the sale of rum in 
Alabama. He purchased large amounts of rum 
and distributed it free to possible purchasers, 
state liquor store managers and licensees. This 
violated a regulation of the Alabama Alcoholic 
Beverage Board. 
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in promoting liquor sales, but which vio- 
lated a state liquor control regulation, was 
not allowable. However, the court indi- 
cated that expenses incurred in violation of 
a public policy would not be disallowed 
unless such policy was in a governmental 
declaration. In several other cases“ the 
courts declared they would have allowed 
the deductions as ordinary and necessary 
business expenses, even though the busi- 
nesses were illegal, if the expenses had been 
properly itemized. The court in one of the 
cases stated that the mere fact that an ex- 
penditure bore a remote relation to an 
illegal act did not make it nondeductible 
from income as ordinary and necessary 
expense. 

In the Mesi case the Tax Court re- 
affirmed its decision concerning the non- 
deductibility of expenditures for an illegal 
business and refused to consider amounts 
paid as wages as a business deductibility. 
The court stated: “It is inconceivable that 
the taxpayer should be permitted a deduc- 
tion for amounts spent to procure the 
commission of an act outlawed by state 
statutes.” In the case of Ross,” amounts 
paid as rent were disallowed on the basis 
of the principle stated in the Lilly case— 
violation of a state statute. 

Although advertising expenses were not 
at issue in the above cases, the courts’ at- 
titudes about advertising expenditures would 
be considered on the same basis: no de- 
duction. 

However, to make matters more confus- 
ing, the Court of Appeals for the Seventh 
Circuit in April, 1956, stated that every 
enterprise, whether legal or illegal, is en- 
titled to deductions for all expenses that 
“economically are an integral part” of the 
business, and that the Revenue Code makes 
no distinction between lawful and unlaw- 
ful disbursements.” 


What Type of Expense Is It? 


A great deal of litigation concerning ad- 
vertising expenditures occurs when the tax- 
payer and the Service disagree as to allocation 
and as to the time when the expense 
should be deducted, that is: (1) Is the 
item deductible as a current expense? (2) 





“#S. B. Heininger, CCH Dec. 12,554, 47 BTA 
95, rev'd, 43-1 ustc {§ 9287, 133 F. (2d) 567; #. C. 
Ellery, CCH Dec. 14,255, 4 TC 407; Horace Mill, 
CCH Dec. 14,733, 5 TC 691. 

® CCH Dec. 21,385, 25 TC —, No. 64. 

% James Ross, CCH Dec. 21,511(M), 15 TCM 


23. 

% Commissioner v. Doyle, 56-1 vustc { 9441 
(CA-7, April 11, 1956). 

53 Code Sec. 461. 
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Is the item to be capitalized? (3) Is the 
item to be charged to good will? (4) Is 
the item to be divided among capital, good 
will and current expenses? 


The usual rule concerning business ex- 
penditures also applies to advertising ex- 
penditures: any expenses paid for advertis- 
ing are deductible in the year in which they 
are paid or accrued. The taxpayer’s method 
of accounting determines when the ex- 
penditures are deductible; that is, expendi- 
tures properly paid or accrued in one year 
cannot be deferred so as to reduce the 
income of a later year unless the expendi- 
tures are capital in nature.” 


A general rule about accruability was 
developed from the court’s decision in the 
Anderson case. The general rule as inter- 
preted declares: “If it is uncertain whether 
or not any liability exists or will be in- 
curred, there can be no accrual for tax 
purposes until the contingency disappears 
and the fact of liability becomes fixed and 
certain,” ™ 


The fact that an advertising program ex- 
tends over a period of years has no effect 
on how the expenses shall be deducted as 
long as the burden of proof is on the taxpayer 
to prove or disprove the capitalization of 
an item if challenged.” 


In one case concerning an advertising 
campaign expected to produce income in a 
later year the taxpayer could not justify 
deferment of the deduction even on the 
accrual basis. The court explained that the 
advertising expenditures of a national cam- 
paign could be deducted only when in- 
curred and paid or accrued, and could not 
be carried as a definite asset to be charged 
off over several years, as it was impossible 
to segregate capital from current expendi- 
ture. Also, the amount of investment was 
not established.” 


In another case™ amounts were paid in 
one year for an advertising campaign that 
was to be spread over a period of five 
years. The court stated that advertising 
expenses could not be amortized over a 
definite future period (as the Commis- 
sioner wanted to do), even though it was 
clearly demonstrated that the benefits of 


*U, 8. v, Anderson (U. 8. v. Yale & Towne 
rns Company), 1 ustc { 155, 269 U. S. 

% Richmond Hosiery Mills, CCH Dec. 2438, 6 
BTA 1247, aff'd, 5 usrc § 1506, 29 F. (2d) 262. 

%*F. BE. Booth Company, CCH Dec. 6443, 21 
BTA 148; O. D. 1089, 5 CB 130. 

* Consolidated Apparel Company, CCH Dec. 
18,857, 17 TC 1570, aff'd and rev'd, 53-2 vustc 
{ 9586, 207 F. (2d) 580. 
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the campaign would be spread over the 
five-year period, but that the amount had 
to be deducted in the year paid as the tax- 
payer was on the accrual basis of accounting. 


Another taxpayer, who was on the ac- 
crual basis, could not deduct as current 
expense a note, given in one year and pay- 
able in two successive years, to cover bill- 
board advertising furnished for two years, 
for even though the books were kept on 
the accrual basis, no expenses could be 
deducted for an ensuing year.” 


In another contract made for services of 
advertising for the present and in the 
future, only the cost of services in the 
present year were deductible. The liability 
of the taxpayer for payment under the ad- 
vertising contract was contingent only upon 
performance of the contract by the other 
party. The costs of the contract for the 
next year’s advertising, billed in December 
but not paid until the following year, were 
not deductible as business expenses even 
under the accrual basis, as the liability did 
not accrue for income tax purposes so long 
as it remained contingent.” 


Relating to the publication of catalogues 
which are distributed to customers to serve 
for a period of years, such an expenditure 
is an ordinary and current expense and 
deductible in the year paid. The E. H. 
Sheldon Company published a catalogue 
for its customers every five or six years 
and the expense was incurred in the year 
of publication. The circuit court declared 
such advertising was not a capitalization 
but only an expense deductible in full in 
the year of publication. Remarked the 
court, “An expense such as advertising 
cannot be capitalized in the absence of evi- 
dence showing with reasonable certainty 
the benefits resulting in future years for 
the expenditure.” ” 


In another case the cost of a casket com- 
pany’s supplying customers with portfolios 
(average life, four years) containing pic- 
tures of caskets was also considered a 
current expense.” 

However, compare the United Profit Shar- 
ing case“ with the above cases. The ad- 
vertising expenses resulted from newspaper 


advertising, distribution of catalogues and 
the promotion of prize contests in order 
to obtain a contract on a new selling plan. 
The expenses were considered as assets by 
the court, and the expenses were allowed to 
be amortized over the life of the contract. 


Usually no expenditures which add to the 
value of property are allowed as expense 
deductions. They are treated as permanent 
investments to be added to the cost basis 
of the property and charged off as deprecia- 
tion or obsolescence. However, a deprecia- 
tion allowance may not be available with 
respect to a capital expenditure for which 
no estimate of useful life can be made—such 
as “good will” to advertise a trade name 
or slogan“—as it represents an item of 
intangible character and is taken into ac- 
count upon sale or termination of the 
business. It has sometimes been a mistake 
of the taxpayer to capitalize advertising 
costs rather than to “current expense” 
them, because no depreciation deduction or 
other tax use has been allowed for the good 
will created.“ Yet in the Richmond Hosiery 
Mills case“ the amounts spent to establish a 
trade-mark were deductible as current ex- 
penditures. 


The Internal Revenue Code does not 
state anything about capitalization of ex- 
penditures for advertising except in Sec- 
tion 263 in relation to the excess profits 
tax; therefore, the courts differ as to types 
of advertising that have to be capitalized. 
The difficulty arises where all or a portion 
of the advertising expenditure bears some 
characteristics of an investment as well as 
a current expense. 

A general rule about capitalization was 
developed in the X-Pando Corporation case,” 
where large sums had been expended for 
advertising and an assertion was made that 
all or part of the advertising expenditure 
should be capitalized. The decision stated: 

(1) Can the party r aintaining the posi- 
tion of capitalization ¢astain the burden of 
proving to a reasonable certainty the proper 
segregation and allocation between current 
expenditures and capital expenditure? 

(2) Is there some justification for claim- 
ing the deduction in a subsequent year? 





8 Lichtenberger-Ferguson Company v. Welch, 
2 ustc { 848, 54 F. (2d) 570. 

%® Harry M. Levin v. Commissioner, 55-1 ustc 
f 9228, 219 F. (2d) 588. 

© BH. H. Sheldon & Company v. Commissioner, 
54-2 ustc f 9526, 214 F. (2d) 655. 

* Freedom Casket Company, CCH Dec. 9930-C, 
BTA Memo. Op., November 10, 1937. 

® Case cited at footnote 43. 

® Bills Brothers Memorial Corporation, CCH 
Dec. 2742, 7 BTA 1182, 1930 CCH { 9479, 41 F. 
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(2d) 988; Red Wing Malting Company v. Will- 
cuts, 1927 CCH {| 7024, 15 F. (2d) 626; Manhattan 
Brewing Company, CCH Dec. 2378, 6 BTA 952. 


*U. §S. Industrial Alcohol Company (West 
Virginia), CCH Dec. 11,398, 42 BTA 1323, aff'd 
and rev'd, 43-2 ustc { 9544, 137 F. (2d) 511. 

% Case cited at footnote 55. Amounts spent 
to establish trade-mark were a capital ex- 
penditure. 

* CCH Dec. 15,200, 7 TC 48. 








In the above case the corporation had no 
evidence of allocation between capital as- 
sets and expenditures. The court went on 
to explain that if assets acquired by ex- 
penditures are not depreciable, an equivalent 
result will not be permitted by the method 
of amortizing the expenditures for such 
amounts. 


In the Colonial Ice Cream Company case," 
in which the company had paid amounts 
for organization, advertising and cabinets, 
the court disallowed some of the deduc- 
tion, stating that proper allocation had not 
been made between capital and current ex- 
pense, that the organization expense should 
have been capitalized, the cabinets capital- 
ized and amortized, and the advertising 
“current expensed.” 


In still another case large amounts had 
been expended in promoting an advertising 
campaign to sell sardines. The court dis- 
allowed the deduction in later years (com- 
pany had capitalized the item) because it 
was impossible to segregate the capital 
from current expenditures.“ When, in the 
Richmond Hosiery case, the company had 
sought to change the current expenditure 
for advertising to capital assets in later 
years, the court declared that “advertising 
erroneously charged to expenditure may be 
transferred to capital in later years, if the 
investment is truly a capital asset, and 
burden is on the taxpayer to prove it.” 
The company could not prove it so the 
capitalization was denied.” 


Concerning tangible advertising capital 
assets, the courts’ decisions on whether to 
capitalize or deduct as current expense have 
not been difficult to ascertain. For ex- 
ample, the following were all classified as 
capital assets: a film advertising a com- 
pany’s product;” a display table used by a 
corporation; small auxiliary safes loaned 
to depositors by a bank;™ small banks 
distributed to new depositors.” The above 
objects are those on which a certain defi- 
nite life can be placed and not much dis- 
pute about capitalization should take place 
concerning other similar advertising objects 
and materials. 


Conclusion 


Courts do not seem to be realistic in their 
decisions in many of the advertising-expense 


* CCH Dec. 2495, 7 BTA 154. 

* Case cited at footnote 56. 

®” Case cited at footnote 55. 

% A. V. Simonson, CCH Dec. 15,344(M), 5 TCM 
718. 

" Alling & Cory Company, CCH Dec. 2586, 7 
BTA 574. 





cases. In the case of income which in- 
creases in later years because of the 
publication of catalogues, it would seem 
to be an easy matter to figure a certain 
amortization. Yet according to the courts 
all expense has to be borne in the lower 
income year, which fact works a hardship 
on the taxpayer. 


Even in the deduction of advertising ex- 
penses for an illegal business there is 
confusion as to whether or not such de- 
ductions should be allowed as a business 
deduction. Witness the several cases on 
each side of the issue. 


Then consider the advertising expenses 
involved in lobbying or propagandizing. A 
business may contribute $100 to an as- 
sociation, which may be spreading infor- 
mation about certain bills detrimental to 
its members and the members will be de- 
nied the business deduction. On the other 
hand, another business may contribute a 
$100,000 to another association that also 
spreads information about bills detrimental 
to its members and that business will be 
allowed to deduct its contribution of $100,000 
as a business deduction. The cases denying 
or allowing the deduction seem to hinge on 
the fact that the association’s charter may 
or may not mention lobbying or propa- 
gandizing, yet the goals of each association 
will be the same—the defeat or promotion 
of certain legislation. The allowance or dis- 
allowance of the deduction seems to depend 
on the association, not on the goal to be 
attained. 


In June, 1956, there was a Senate in- 
vestigation of the Natural Gas & Oil 
Association, which had spent over $1 million 
to promote the natural gas bill passed by 
Congress but vetoed by President Eisen- 
hower. In the Senate hearing, the presi- 
dent of the gas and oil association declared 
that the advertising costs of promoting the 
natural gas bill were deductible as business 
expenses. One of the senators disagreed 
and stated he would ask the Service to in- 
vestigate such deductions. 


In September of the same year, as part 
of the same investigation, the officials of 
the Gulf Oil Corporation testified that the 
corporation had deducted as an advertising 
expense the sum of $111,000, which it had 
contributed to an “education” campaign on 


” Peninsular State Bank of Detroit, CCH Dec. 
1136, 3 BTA 399. 

™ Liberty Insurance Bank, CCH Dec. 4787, 14 
BTA 1428, rev'd and rem'd, 3 ustc { 932, 59 F. 
(2d) 320. 
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behalf of the natural gas bill. 
stated that the corporation did not deduct 
a sum of $3,800 which it had contributed 
to a general gas committee which frankly 


They also 


lobbied to pass the gas bill. It will be 
interesting to watch the final results of this 
investigation and the decision of the Service, 
yet according to prior decisions it is a good 
bet that the deductions will be allowed. 


In other types of advertising expenses— 
especially items that are a mixture of 
capital and current expenditure—the courts 
themselves have disagreed many times. The 
taxpayer is often in a quandary as to the 
correct course to chart. 


In August, 1956, the two major political 
parties held their national conventions. The 
parties had programs printed, the cost 
being paid by advertising in the program. 
The Internal Revenue Service stated that 
the amounts paid for the advertising by the 
various advertisers could be deducted as 
business expenses but that the amounts 
so deductible could not exceed the real ad- 
vertising value of the space acquired. The 
amount in excess would be counted as a 
contribution to the political party and no 
deduction allowed." 

Another form of advertising has come 
upon the scene in the past few years in 
the form of national newspaper advertising 
explaining the facts of one side or the 
other in some dispute involving a business 
and its employees. Although such adver- 
tising had been done in the past by busi- 
nesses, it is only within the past few years 
that unions have used this method. 

In June, 1956, the major steel corpora- 
tions had a full-page advertisement in several 
newspapers throughout the United States 
explaining their side of a dispute with the 
steelworkers, who were on strike at the 


time, and their proposals to the union to 
settle the strike. This was done for the 
purpose of influencing public sympathy in 
their favor, the last sentence stating: “These 
proposals were rejected by the United 
Steelworkers of America. We hope that 
in the national interest and in the interest 
of the steelworkers themselves the union 
will reconsider its decision.” ™ 


In the past, corporations have been al- 
lowed to deduct such advertising as a 
business expense. Although no cases have 
been found concerning such deductions, a 
part of an opinion rendered by a court in 
the Simons Brick Company case™ stated: 
“Contributions made to associations for the 
purpose of preventing strikes and promot- 
ing industrial peace are allowable business 
deductions.” 


After perusing this article, the reader 
may justifiably draw the conclusion that 
the law seems somewhat unsettled as to 
deductions for advertising expenses in cer- 
tain areas. The reader is correct, for the 
cases are a mixture of “yes” and “no,” and 
no positive conclusions can be inferred 
from former cases. As the Internal Rev- 
enue Service continually states: “Each case 
stands by itself.” 

The tax-weary taxpayer has to suffer the 
consequences of any litigation and, whether 
he wins or loses, it’s an expensive proposi- 
tion. However, if the taxpayer can sustain 
his advertising expense procedure by af- 
firmatively answering the questions posed 
by the general rules used by the Internal 
Revenue Service, as well as those given in 
the X-Pando case for capitalization, he will 
have good backing for his decision with a 
minimum chance of dispute by the Service. 


[The End] 


ANOTHER YEAR OLDER AND DEEPER IN DEBT 


State and local governments plunged 
deeper into debt during fiscal 1956 to 
the tune of $4,800 million. According 
to figures released by the Bureau of 
the Census, state and local debt 
reached a new record high of $48 
billion on June 30, 1956. The state 
foot, however, has relaxed somewhat 
on the debt accelerator. In fiscal 1955, 
new debt incurred was $5,300 million. 

The new debt peak is three times 
what it was ten years ago. In June, 


1946, state and local governments 
owed $15,900 million, a reduction 
from a prewar (1940) high of $20,300 
million. 

Of the total state and local debt, 
nearly three fourths is accounted for 
by local public debt—$34,900 million 
as against $13,100 million for the 
states. Cities account for almost one 
half the local debt; school districts 
nearly one fourth; special purpose dis- 
tricts, counties and townships the rest. 





™ Rev. Rul. 56-34, I. R. B. 1956-6, 8. 
™ Advertisement in New York Daily News, 
June 21, 1956, p. 9c. 
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By ISIDORE GOODMAN, Assistant Chief, 
Pension & Exempt Organizations Branch, 


Internal Revenue Service 


Profit-Sharing Plans Under the 


HE pension and profit-sharing regula- 

tions have been finalized and published on 
September 25, 1956." Not only do they con- 
tain interpretative and illustrative exposi- 
tions of corresponding provisions under the 
Internal Revenue Code of 1954,’ but they 
also effect important changes which are 
especially significant to profit-sharing plans. 


These regulations pertain to the qualifi- 
cation of plans,’ taxability of distributees,* 
and deductions for employer contributions.® 
Separate regulations*’ are pending which 
will deal with prohibited transactions" and 
unrelated business income tax,’ but not 
being finalized are not within the scope of 
this presentation. 


The basic provisions of the 1939 Code 
have been continued under the 1954 Code 
with but two changes in the qualification 
area, namely: (1) treatment of foreign 
situs trusts and (2) use of contributions 
made by companies other than the em- 
ployer under a profit-sharing plan of a 
group of affiliated corporations. Related 
provisions, with respect to the former, per- 
tain to the tax treatment of distributees 
and deductions for employer contributions 
under a foreign situs trust. As to the latter, 
applicable provisions deal with the deter- 
mination of allowable deductions for con- 
tributions on behalf of employees of a 
company which is prevented from making 
a contribution because it has neither cur- 
rent nor accumulated earnings or profits. 


Another statutory change which is also 
of significance in the profit-sharing area 
relates to the $5,000 death benefit exclusion 
on account of amounts paid by reason of 
the death of an employee. 


Furthermore, important changes have been 


made in the regulations. The requirement 
that a qualified profit-sharing plan contain 





126 Code of Federal Regulations, 21 Federal 
Register 7269; T. D. 6203, I. R. B. 1956-41, 7, 
hereinafter cited as Reg. 

? Pub. L. 591, 83d Cong., 2d Sess., approved 
August 16, 1954. 

® Code Sec. 401. 

* Code Secs. 402-403. 

5 Code Sec. 404. 


a definite contribution formula® has been 
eliminated. On the other hand, a rule of 
long standing which, however, had been 
variously interpreted as to profit-sharing 
plans which provide current cash pay- 
ments for some participants and deferment 
through a trust for others, had been made 
definite by inclusion in the regulations. The 
new regulations make it clear that in de- 
termining whether a profit-sharing plan 
meets the requirements for qualification, 
both with respect to coverage and non- 
discrimination in contributions or benefits, 
only the employees who participate in the 
trust are considered. The basic rules for 
integrating employees’ plans with the old- 
age and survivor insurance benefits under 
the Social Security Act have also been 
spelled out, for the first time, in the regu- 
lations. A profit-sharing plan which covers 
only those employees who earn in excess 
of a specified annual compensation, such 
as $4,200, may meet the requirements for 
qualification upon compliance with these 
rules. 


Another area in which wide interest has 
been evinced in recent years covers sup- 
plemental unemployment compensation plans. 
Questions have arisen as to whether a 
qualified profit-sharing plan may provide 
for payments during periods when partici- 
pants are unemployed. The answer given 
in the new regulations is that a qualified 
profit-sharing plan must provide a definite 
predetermined formula for allocating the 
contributions made to the plan among par- 
ticipants and for distributing the funds 
accumulated under the plan after a fixed 
number of years, the attainment of a stated 
age, or upon the prior occurrence of some 
event such as layoff, illness, disability, re- 
tirement, death, or severance of employ- 
ment. Thus, provision may be made for 


*26 Code of Federal Regulations, 21 Federal 
Register 460. 

* Code Sec. 503. 

8 Code Sec. 511. 

* Regs. 118, Sec. 39.165-1(a)(2), continuing 
similar requirement contained in Regs. 111, Sec. 
29.165-1(a), as added by T. D. 5422, 1944 CB 318, 
following I. T. 3661, 1944 CB 315. 
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ew Income Tax Regulations 


Mr. Goodman presented this paper before the Ninth Annual Conference of the 
Council of Profit Sharing Industries in Cleveland, November 8, 1956. 

The views expressed herein should be considered as the 

author's and not necessarily those of the Internal Revenue Service. 


distributions during periods of temporary 
layoffs. 


The requirement for a definite predeter- 
mined formula for allocating contributions 
among participants has been added to the 
regulations by way of clarification of the 
pre-existing requirement for a definite 
formula for distributing the funds accumu- 
lated under the plan. Only one formula is 
required pursuant to which both allocations 
and distributions are made. 


The new regulations also make it clear 
that a qualified profit-sharing plan is pri- 
marily a plan of deferred compensation. 
The amount allocated to a participant, how- 
ever, may be used to provide him or his 
family with incidental life or accident or 
health insurance. 


Foreign Situs Trusts 


A qualified and exempt ” employees’ trust 
must be created or organized in the United 
States." Thus, it must be maintained at 
all times as a domestic trust™ in one of 
the states, in the Territory of Alaska or 
Hawaii, or in the District of Columbia.” 


Although the term “exempt employees’ 
trust” is used extensively, it merely denotes 
that the income realized by such a trust is 
not taxable to the trustee. Such income, 
however, is taxable on distribution ™ to the 
employees or their beneficiaries. In the 
case of a foreign trust making distributions 
to nonresident aliens, there is no practicable 
way of collecting a tax on income realized 
from sources within the United States if 


” Code Sec. 501(a). 

1 Code Sec. 401(a). 

2 Reg. Sec. 1.401-1(a) (3) (i). 
18 Code Sec. 7701(a) (9). 

“4 Code Sec. 402(a). 

% IR-Mim. 71, 1952-2 CB 170. 
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such trust were held to be exempt. It had 
accordingly been provided, in the admin- 
istration of the applicable provisions of the 
1939 Code, that a nonresident trust set up 
by a nonresident employer, or a nonresi- 
dent trust established by a domestic em- 
ployer, which was being maintained wholly 
or partly for nonresident alien employees, 
could not qualify for exemption unless it 
was impossible, under the instrument pur- 
suant to which it was established, to make 
investments which produce income from 
sources within the United States.” This 
restriction in effect precluded a foreign 
trust from making investments in United 
States sources since the penalty for the 
alternative whereby the trust would not 
be exempt would amount to (1) a loss of 
deductions for employer contributions,” un- 
less employees had nonforfeitable rights,” 
subjecting them fs tax currently * and (2) 
depriving employees of the deferred ® and 
long-term capital gain™ treatments. 


The change effected under the 1954 Code 
permits a foreign situs trust to make invest- 
ments in United States svurces, but subjects 
the income therefrom to tax by denying ex- 
emption to the trust. Thus, the tax would 
be withheld at the source™ on such items 
as interest and dividends on stocks and 
bonds of United States companies. 


The right to deductions for contributions 
to a foreign situs trust by a domestic em- 
ployer, and the tax benefits to employees, 
however, could be preserved if such trust 
meets the applicable requirements for ex- 


%® Code Sec. 404(a)(1) and (3). 
™ Code Sec. 404(a) (5). 

#8 Code Sec. 402(b). 

” Code Sec. 402(a) (1). 

2 Code Sec. 402(a)(2). 

1 Code Sec. 1441. 





21 





emption in al! other respects. If so, the 
employer’s deduction is allowable to the 
same extent as though made to an exempt 
trust. Also, employees and their bene- 
ficiaries are allowed the same tax treatment 
as is applicable under an exempt trust.” 


A domestic employees’ trust which meets 
the applicable requirements, however, is 
exempt notwithstanding the fact that it 
may include employees who are nonresident 
aliens. Such aliens, nevertheless, are not 
allowed the long-term capital gain treat- 
ment which may otherwise be applicable.” 
Trust distributions, to the extent that they 
exceed employee contributions which have 
not previously been recovered tax-free, are 
subject to withholding tax at 30 percent.” 


Plans of Affiliated Corporations 


The Internal Revenue Code of 1939 re- 
quired as a condition for qualification of a 
plan that contributions thereunder be made 
by the employer or employees, or both.” 
Accordingly, in the case of a profit-sharing 
plan of a group of affiliated companies de- 
ductions were allowable, within the applica- 
ble limits, only for contributions made by 
each employer for its own employees, out 
of its own current or accumulated profits.” 


The requirements for qualification and 
deductions, in the case of a profit-sharing 
plan, or a stock bonus plan in which con- 
tributions are determined with reference to 
profits, of a group of affiliated corpora- 
tions,” were changed under the 1954 Code. 
It is now permissible for employees of any 
company in such a group which is required 
under the plan to make a contribution, but 
is prevented from doing so because it has 
no current or accumulated earnings or 
profits, or because such earnings or profits 
are insufficient to permit the making of the 
required contribution, to share in the profits 
of other companies in the group, regardless 
of whether the group files a consolidated 
return. The fact that companies which 
have profits make contributions which inure 
to the benefit of those who are not their 
employees, under these circumstances, no 
longer prevents tne qualification of the plan 
or trust.” 


The contributing companies are also al- 
lowed deductions, within the applicable 





* Code Sec. 404(a) (4). 

3 Code Sec. 402(c). 

* Reg. Sec. 1.402(c)-1. 

*> Code Secs. 871 and 1441. 

26 1939 Code Sec. 165(a)(1). 

77 PS 51 (Pt. B), July 31, 1945. 
*8 Code Sec. 1504. 

* Code Sec. 401(a)(1). 


limits, because of contributions in behalf 
of a loss member. Where the group files 
a consolidated return, the make-up con- 
tribution may be shared by the contributing 
companies in any ratio they desire. If sep- 
arate returns, however, are filed, the formula 
prescribed by statute must be followed. 
This requires that the make-up contribution 
be shared by the contributing companies in 
the proportion that the total current and 
accumulated earnings and profits of each 
bears to the total current and accumulated 
earnings and profits of all participating com- 
panies having such earnings or profits, re- 
maining after deduction of contributions for 
employees of the contributing companies.” 
Current earnings or profits are computed 
for this purpose as of the close of the 
taxable year without diminution by reason 
of any dividends during the taxable year, 
and accumulated earnings or profits are 
computed as of the beginning of the taxable 
year.” 


The resulting proportions are the re- 
spective amounts that the contributing 
companies are allowed to deduct for contribu- 
tions on behalf of employees of the loss 
company, within the limits as applied to 
such company, that is, 15 percent of compen- 
sation of covered employees of the loss 
company. Also, the loss company treats 
the contribution which is so made up for 
its employees as though made by it for the 
purpose of determining its deduction limits 
in succeeding taxable years, that is, applica- 
tion of credit carry-overs.” 


Death Benefit Exclusion 


Provision had been made under the Reve- 
nue Act of 1951” for the exclusion from 
gross income of death benefits, not in ex- 
cess of $5,000, paid by an employer under a 
contract of employment to beneficiaries of 
an employee on account of the death of the 
employee. This provision had been made 
applicable to death benefits paid under pen- 
sion and profit-sharing trusts,“ provided, 
however, that the deceased employee did 
not have a nonforfeitable right to the amount 
while living.” Thus, for example, if an em- 
ployee had been credited with $3,000 under 
a qualified profit-sharing plan which was 
to have been paid to him in any event after 
a specified period of time, or to his benefi- 


*” Code Sec. 404(a)(3)(B). 

* Reg. Sec. 1.404(a)-10(c). 

® Reg. Sec. 1.404(a)-10(b). 

% Sec. 302, amending 1939 Code Sec. 22(b)(1), 
effective for taxable years beginning after 
December 31, 1950. 

% Regs. 118, Sec. 39.22(b)(1)-2(b). 

® Regs. 118, Sec. 39.22(b) (1)-2(d). 
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ciaries upon his death prior thereto, no part 
of such amount would have been excluded 
from gross income. If, however, such amount 
would have been paid to him only if he had 
remained in the employer’s service for a 
stated term but, if he should die before 
completion of such term, the amount would 
be paid to his beneficiaries, the entire amount, 
which was less than the maximum of $5,000, 
would have been excludable from gross in- 
come since the employee did not have non- 
forfeitable rights thereto prior to his death. 


This, however, has been changed under 
the 1954 Code. The requirement that the 
employee should not have nonforfeitable 
rights while living is no longer applicable if 
the total distributions payable, under cir- 
cumstances giving rise to the long-term cap- 
ital gain treatment,” are paid in one taxable 
year on account of the employee’s death.” 
Thus, in the case of the employee who had 
been credited with $3,000 under a qualified 
profit-sharing plan, the entire amount would 
be excludable from gross income if paid in 
one taxable year by reason of his death, 
regardless of whether his rights to such 
amount were nonforfeitable while living. 


Definite Contribution Formula 


A qualified profit-sharing plan had been 
required to provide, among other things, a 
definite predetermined formula for deter- 
mining the profits to be shared.” This re- 
quirement, however, had been the subject 
of extensive litigation,” as a result of which 
the definition of a qualified profit-sharing 
plan was changed and the requirement for a 
definite contribution formula omitted.” 

The regulations, however, caution that re- 
gardless of whether a plan contains a defi- 
nite contribution formula, it is not a qualified 
plan if the contributions thereunder are 
made at such times, or in such amounts, that 
the plan in operation discriminates in favor 
of employees who are officers, shareholders, 
supervisors, or highly compensated.“ For 
example, if a plan is established when the 


employees at the upper level meet the eligi- 
bility requirements and contributions are 
made and allocated to their accounts, but in 
a succeeding year when lower-paid em- 
ployees become eligible, little or no con- 
tributions are made, the plan may become 
discriminatory in operation. 


A qualified plan must be established and 
maintained as a permanent program. Merely 
making a single or occasional contribution 
out of profits for employees does not con- 
stitute compliance with this requirement. 
It is not necessary, however, that the em- 
ployer make contributions during each year 
of the plan’s continuance, or that he con- 
tribute the same amount, or in accordance 
with the same ratio, every year. Although 
the profit situation may be approximately 
the same in two successive years, a contribu- 
tion in a reduced amount, or no contribu- 
tion, may be justified for the second year 
because of sound business requirements, 
such as use of funds for expansion purposes, 
plant improvements, or inventory reserves, 
or because of the use of funds for employees 
in other respects, such as granting salary 
increases, Or providing pension or welfare 
benefits. 


An essential requirement for a qualified 
profit-sharing plan is that there be recurring 
and substantial contributions out of profits 
for employees. The contribution need not 
necessarily be out of current profits; prior 
accumulated earnings and profits may be 
used for this purpose.” If, however, the 
plan provides for contributions regardless 
of profits, it is not a profit-sharing plan but 
may be a pension plan of the money-pur- 
chase type “ or a stock bonus plan. 


Although a contribution may be made 
out of profits, to the extent that there are 
profits, if it is to be made in any event, it is 
not a profit-sharing plan. For example, the 
plan may provide for an annual contribu- 
tion equal to 10 percent of the net profits 
but not to exceed 15 percent of compensa- 
tion of participating employees, and in the 





% Code Secs. 402(a)(2) and 403(a) (2). 

57 Code Sec. 101(b)(2)(B). 

% Regs. 118, Sec. 39.165-1(a)(2), continuing 
similar provision contained in Regs. 111, Sec. 
29.165-1(a), as added by T. D. 5422, 1944 CB 318, 
based on I. T. 3661, 1944 CB 315. 

% Lincoln Electric Company Employees’ Profit- 
Sharing Trust, 51-2 ustc { 9371, 190 F. (2d) 326 
(CA-6), rev’g CCH Dec. 17,593, 14 TC 598 (1950): 
Produce Reporter Company, 53-2 ustc { 9595, 207 
F. (2d) 586 (CA-7), aff'g CCH Dec. 18,897, 18 
TC 69 (1952); and McClintock-Trunkey Com- 
pany, 55-1 ustc § 9110, 217 F. (2d) 329 (CA-9), 
rev’g CCH Dec. 19,316, 19 TC 297 (1952): 
Wooster Rubber Company, CCH Dec. 17,697, 14 
TC 1192 (1950), holding that a contribution in 
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excess of the formula commitment was not de- 
ductible (formed basis of I. T. 4055, 1951-2 CB 
30), rev'd on other grounds, 51-1 ustc { 9343, 189 
F. (2d) 878 (CA-6):. Progressive Welder Com- 
pany, CCH Dec. 19,873(M), 12 TCM 1012 (1953); 
and Gross-Given Manufacturing Company, 99 F. 
Supp. 144 (DC Minn.). 

# Reg. Sec. 1.401-1(b)(1)(ii); similar, T. D. 
6189, I. R. B. 1956-29, 58, amending Regs. 118, 
Sec. 39.165-1(a)(2), and Regs. 111, Sec. 
29.165-1(a). 

*1 See footnote 40. 

* Code Sec. 404(a)(3)(B); 
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4 PS 24, September 2, 1944. 
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event that 10 percent of profits in any year 
is less than 15 percent of compensation a 
contribution equal to 15 percent of compen- 
sation shall be made in any event. Thus, to 
the extent that 10 percent of profits equals 
or exceeds 15 percent of compensation, the 
contribution is made out of profits. If, how- 
ever, 10 percent is less than 15 percent of 
compensation, and there are no accumu- 
lated earnings or profits, the difference is 
contributed out of corpus, The plan, there- 
fore, is not a profit-sharing plan. A profit- 
sharing plan requires the sharing of profits. 

In a stock bonus plan, however, the con- 
tributions need not necessarily be made out 
of profits. Such a plan is similar to a profit- 
sharing plan, except that the employer’s 
contributions are not dependent upon profits 
and the benefits are distributable in stock 
of the employer company.“ Thus, contribu- 
tions may be made out of corpus under this 
type of plan. The allocations and distribu- 
tions of the stock of the employer-company, 
however, must be made in accordance with 
a definite formula, as in the case of a profit- 
sharing plan. 


A prior existing profit-sharing or stock 
bonus plan which contains a definite con- 
tribution formula may continue with such 
formula or the formula may be eliminated 
or modified. If the plan continues such 
formula, contributions in excess of the 
formula commitment must be made pursu- 
ant to a legal obligation incurred prior to 
the close of the taxable year under con- 
sideration,” as is also the situation with re- 
spect to a plan which does not contain a 
definite contribution formula. 


The formula fixes the commitment and 
the liability arises when the events take 
place. If, for example, the formula calls for 
10 percent of the annual profits, as soon as 
a taxable year is closed, a liability equal to 
10 percent of that year’s profits arises and 
no further steps are required to establish 
the liability. Where, however, the plan con- 
tains no such formula or, if it does, it is 
desired to make a contribution in excess of 
the commitment, the contribution must 
either be made in the taxable year under 
consideration, or, in the case of a taxpayer 
on the accrual basis who makes a contribu- 
tion by the due date of the return, plus ex- 
tensions of time in which to file, after the 
close of the taxable year of accrual, the 
taxpayer must incur a liability to make 


the contribution, as in the case of any other 


“ Reg. Sec. 1.401-1(b) (1) (ili). 

* Rev. Rul. 56-366, I. R. B. 1956-31, 26, modi- 
fying I. T. 4055, 1951-2 CB 30. 

* Code Sec. 461. 


accruable deduction.“ Unless such a liability 
exists, a deduction is not allowable in a 
taxable year for a contribution made after 
the close of such year, even if made by a 
taxpayer on the accrual basis who makes a 
timely contribution in the year following 
the close of the taxable year of accrual,” 
that is, by the due date of the return plus 
extensions of time in which to file. 


Where the plan contains a definite con- 
tribution formula and it is desired to con- 
tribute an amount in excess of the formula 
commitment, if the plan is amended before 
the close of the taxable year, a liability will 
be incurred in accordance with the amend- 
ment. This need not be executed with any 
degree of formality but must conform to the 
following requisites: 


(1) It must be in writing and signed, 
before the close of the taxable year under 
consideration, by persons competent to 
bind the parties, that is, a resolution of the 
board of directors. 


(2) It must be definite so as to constitute 
part of the definite written program which 
is the plan, that is, a fixed or determinable 
amount and, if the latter, the method for 
determination must be prescribed. 


(3) It must be communicated to employees 
before the close of the taxable year under 
consideration and before the contribution 
is made, that is, distribution of copies of the 
resolution or general meeting of employees 
at which ..e resolution is read and copy 
kept available for inspection. 


(4) It must be part of the plan which 
has been established and is maintained by 
the employer, that is, a modification of the 
plan only to the extent set forth in the 
resolution. 


If a contribution is made during a taxable 
year, Or within the prescribed time after 
the close of such year by a taxpayer on the 
accrual basis in accordance with a liability 
therefor, a deduction is allowable within 
the prescribed limits,” regardless of the fact 
that it is not made pursuant to a definite 
contribution formula. The plan and trust, 
however, must be continued in qualified and 
exempt status, inclusive of compliance, with 
the requirement for permanency. 


The issuance of determination letters as 
to the qualification of profit-sharing and 
stock bonus plans is continued through the 
appropriate district directors’ offices, re- 

* Reg. Sec. 1.404(a)-1(c). 


#8 Code Sec. 404(a) (6). 
* Code Sec. 404(a) (3) (A). 
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gardless of whether such plans contain 
definite contribution formulas.” The plan, 
however, must be established on a perma- 
nent and continuing basis. Where a plan 
which contains a definite contribution for- 
mula and which had been held to meet the 
requirements for qualification is amended 
only for the purpose of removing the for- 
mula, the determination letter previously 
issued continues applicable to the amended 
plan, provided, also, that the plan is estab- 
lished on a permanent and continuing basis. 
No new determination letter is issued. 


Cash-and-Trusteed Plans 


Profit-sharing plans have been established 
which permit employees to elect to receive 
their allocable shares currently in cash 
or to have such shares deferred by con- 
tribution to a trust. Such an election is 
required before the close of the taxable year 
for which the contribution is made. Those 
who elect a cash distribution receive pay- 
ment shortly after the close of such year, 
when the allocation is made. The others, 
of course, become participants under the 
trust. 


In such cases, problems arise both with 
respect to coverage and nondiscrimination 
in contributions or benefits. Query: (1) 
Are the percentage-of-coverage require- 
ments met with respect to the employees 
under the trust," or do such employees con- 
stitute a classification in which there is no 
discrimination in favor of employees who 
are officers, shareholders, supervisors, or 
highly compensated;™ and (2) are the re- 
quirements for nondiscrimination in contri- 
butions or benefits met ?™ 

The new regulations make it clear that 
a qualified profit-sharing plan is a plan of 
deferred compensation and, as such, does 
not include employees who receive their 
allocable shares immediately. Only em- 
ployees who participate in the trust are 
considered in determining whether the cov- 
erage requirements“ and the requirements 
for nondiscrimination in contribution or 
benefits ® are met. 

This concept is consistent with the posi- 
tion that has always prevailed that deduc- 
tions for profit-sharing and stock bonus 
contributions are allowable, within the ap- 
plicable limits, only “if the contributions 
are paid into a stock bonus or profit-sharing 
trust.” ™ 





There are various types of profit-sharing 
plans with cash payment features. Al- 
though a common type is one in which all 
eligible employees have a right of election 
prior to the close of a taxable year to 
choose a current distribution or deferment 
through a trust, there are other types in 
which the method is related to employee 
groups. For example, one type provides for 
a current distribution of all amounts allo- 
cable to employees whose basic compensa- 
tion does not exceed $3,000 per annum, a 
current distribution of amounts based on 
the first $3,000 of compensation for those 
earning over $3,000 but less than $8,500 and 
deferment through a trust of the amount 
based on compensation between $3,000 and 
$8,500, and complete deferment through a 
trust of all amounts allocable to employees 
whose annual basic compensation is $8,500 
or more. 


Under other types, eligible employees 
have a right of election as to deferment of 
all or part of their allocable shares. For 
example, if the amount allocated to an em- 
ployee is $100, he may choose to have that 
amount paid to him in cash, or one-half 
paid currently and the balance deferred 
through a trust, or the entire amount placed 
in a trust for subseqvent distribution. 


Regardless of the type or method em- 
ployed, it is only the trusteed portion which 
is considered in determining whether the 
applicable requirements for qualification are 
met, and in determining allowable deduc- 
tions for employer contributions. If the 
employees under the trust are sufficient 
numerically to satisfy the percentage cov- 
erage requirements, or if they constitute a 
nondiscriminatory classification, the cover- 
age requirements are met. Similarly, in 
determining whether there is discrimination 
in contributions or benefits in favor of em- 
ployees who are officers, shareholders, super- 
visors, or highly compensated, only the 
employees who are included in the trust are 
considered. 


A mere mathematical computation is all 
that is necessary to determine whether the 
percentage coverage requirements are met. 
Either 70 percent or more of all full-time 
and steady employees are in the trust or 
not; if not, then at least 80 percent of the 
eligible employees must participate in the 
trust, if at least 70 percent are eligible. For 
example, out of 1,000 employees, 100 have 





%® Rev. Proc. 56-22, I. R. B. 1956-31, 33. 
51 Code Sec. 401(a)(3) (A). 

8 Code Sec. 401(a)(3)(B). 

53 Code Sec. 401(a) (4). 

% Reg. Sec. 401-3(c). 
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%® Reg. Sec. 1.401-4(a) (1) (ii). 

% Code Sec. 404(a)(3)(A), similar to corre- 
sponding sections of prior acts; consistent with 
original provision for exemption of a ‘‘trust,”’ 
Revenue Act of 1921, Sec. 219(f). 
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been employed for less than two years, the 
minimum period prescribed by the plan, 
50 are employed for not more than 20 hours 
in any one week, and 50 are part-time em- 
ployees who do not work for more than 
five months a year. This leaves 800 full- 
time and steady employees. If at least 
70 percent, or 560, are in the trust, the 
percentage coverage requirements are met. 
If less than 560 are in the trust, such re- 
quirements may still be met if at least 560 
are eligible. The latter requirement is usu- 
ally met in an elective type of plan since 
all employees who have completed the mini- 
mum service requirement may come into 
the trust. Then, if at least 70 percent (560 
in this example) are eligible, at least 80 
percent of the eligible employees (80 per- 
cent of 560, or 448) must actually par- 
ticipate in the trust. 

Where the percentage requirements are 
not met, the problem becomes one of deter- 
mining whether there is discrimination in 
favor of employees who are officers, share- 
holders, supervisors, or highly compensated. 
Whether an employee is an officer, share- 
holder, or supervisor is a matter of position 
and not merely a matter of identification, 
although corporate officers who act in a 
nominal capacity and exercise their func- 
tions on few occasions are not considered 

s “officers” for the purpose of determining 
compliance with this requirement.” 


The problem becomes more pronounced, 
however, in attempting to distinguish be- 
tween “highly compensated” and “lower 
compensated” employees. Where is the line 
to be drawn? Such terms are relative and 
a distinction must be made in accordance 
with the facts prevailing in a particular 
case. For example, a $10,000-a-year man 
may be at the bottom rung in one organ- 
ization and a similarly compensated indi- 
vidual may be the top man in another. 
Accordingly, one is highly compensated and 
the other is not although the rate of re- 
muneration of each is identical. 


A workable rule of thumb has therefore 
been evolved for determining whether the 
prohibited discrimination exists. If more 
than one-half of the participants in the trust 
are among the lowest paid two-thirds of all 
eligible employees, the classification of par- 
ticipating employees may be accepted as 
nondiscriminatory, and if the employer 
contributions to the trust are allocated in 
proportion to compensation of participants 
the requirement for nondiscrimination in 
contributions or benefits may be met.” In 


* PS 4, July 29, 1944. 
% Rev. Rul. 56-497, I. R. B. 1956-41, 68. 


order to illustrate the application of this 
rule let us consider the following situation: 


Total number of employees... 1,000 


Short-service employees 
(less than one year required 
under plan) _.. 100 
Eligible employees . 


Two-thirds of all eligible employees 


al al 


Highest annual compensation for 
lowest paid two-thirds, ranging 
employees from No. 1, for lowest 
paid, to No. 600 (or by compen- 
sation ranges, such as under 
$2,000, $2,000 to _— $4,000 


to $6,000, etc.) $4,500 


Number of employees participating 


in the trust 400 





Minimum number required of people 
compensated in amounts not in 
excess of $4,500 per annum % of 
400 plus 1) 201 





Thus, at least 201 of the 400 participants 
in the trust must be in the bottom two- 
thirds of the compensation range, which is 
$4,500, for the 900 eligible employees. This 
takes care of the coverage requirement. In 
addition, an allocation of employer con- 
tributions in proportion to compensation 
satisfies the requirement against discrimina- 
tion in contributions or benefits. 


It should be observed, however, that in 
order for a plan to comply with the cover- 
age requirements for a taxable year, it must 
satisfy such requirements on at least one 
day in each quarter.” Thus, under the facts 
set forth in the aforesaid illustration, if in 
a subsequent year less than 201 (one-half or 
less) are in the bottom two-thirds of the 
compensation level, this rule will not be 
met. It will then be necessary to establish 
through other means that there is no dis- 
crimination in favor of employees who are 
officers, shareholders, supervisors, or highly 
compensated, if the plan is to continue in 
qualified status. 


Supplemental Unemployment 
Compensation Plans 
A profit-sharing plan is a plan of deferred 


compensation through which services cur- 
rently or previously rendered are paid for 


%® Code Sec. 401(a) (6). 
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at some future time.” As such, it cannot 
be used as a vehicle through which current 
benefits are primarily furnished. Supple- 
mental unemployment compensation plans 
and other plans through which layoff bene- 
fits are provided furnish current protection, 
that is, the fund is the employee’s present 
assurance that he will be paid if the speci- 
fied contingency, which is layoff from em- 
ployment, arises. 


In the sense that the fund provides 
current protection it promotes the welfare 
of employees and the costs therefor arise 
directly in connection with, and are proxi- 
mately related to, the carrying on of busi- 
ness activities. Where contributions to such 
a fund are made irrevocably, solely for the 
benefit of laid-off employees, without the 
possibility of reversion, they constitute al- 
lowable deductions as ordinary and neces- 
sary business expenses.” 


In such cases, unless an employee is laid 
off, he receives no distributions. Nothing 
is paid out for other reasons, such as retire- 
ment, death, elapse of a fixed period of 
time, or attainment of a stated age. If there 
are no layoffs, no distributions are made 
but the fund is continued for future distri- 
butions when such events arise. 


The benefits paid through such a fund do 
not constitute “wages” for purposes of the 
Federal Unemployment Tax Act or for 
the Federal Insurance Contributions Act or 
the Collection of Income Tax at Source on 
Wages. They therefore are not subject to 
withholding taxes for income tax or social 
security tax purposes. Such benefits, how- 
ever, are includable in the gross income of 
recipients in the year in which received.” 


There are other types of plans, however, 
in which the employee has a nonforfeitable 
right in employer contributions and is to 
receive a specified amount in any event at 
some fixed or determinable time, unless 
previously distributed on account of layoff. 
The plan under which such an arrangement 
is effectuated is a plan of deferred compen- 
sation. Not being a qualified plan but one 
under which the employee’s rights are non- 
forfeitable,. the employer’s contributions are 
deductible under the conditions applicable to 
nonqualified plans of deferred compensation.” 


In such cases, a fund is built up for 
each participating employee until it reaches 
a prescribed amount. When an employee 


is laid off, periodic payments are made in 
accordance with the terms of the plan. Any 
balance remaining in an employee’s account 
is included in a final distribution upon his 
retirement, death, or severance of employ- 
ment for other reasons. Since the employee 
has immediate nonforfeitable rights in the 
employer’s contributions, and since the fund 
is not an exempt employees’ trust, he is 
taxable on such contributions in the years 
in which made.™ 


It is possible, however, under appropriate 
circumstances, to provide for distributions 
on layoff through a qualified profit-sharing 
plan. Such a plan must contain a definite 
predetermined formula for allocating contri- 
butions among participants and for distribut- 
ing the funds accumulated under the plan 
after a fixed number of years, the attain- 
ment of a stated age, or upon the prior 
occurrence of some event such as layoff, 
illness, disability, retirement, death, or sever- 
ance of employment.” It is thus recognized 
that layoff may be one of the events upon 
the occurrence of which the distribution of 
an employee’s interest may be accelerated. 
Basically, the plan must provide for de- 
ferred distribution after a fixed number of 
years, which must be at least two,” or upon 
the attainment of a stated age.” If in ac- 
cordance with such a plan a prior event 
occurs, which had not been planned for but 
which is in the category of an accidental 
occurrence, a distribution is permissible 
when such event takes place. 


Integrated Profit-Sharing Plans 


Provision for integrating a profit-sharing 
plan with the old-age and survivor insur- 
ance benefits under the Social Security Act 
has been made under the regulations for 
the first time.“ The ground rules for inte- 
grating such a plan had previously been 
established, however, by administrative 
ruling.” 

A profit-sharing plan which is limited to 
employees earning in excess of $4,200 per 
annum, or under which no allocations are 
made with respect to compensation below 
$4,200, may be integrated if employer con- 
tributions, inclusive of forfeitures, allocated 
to any participant in any year does not 
exceed 9% percent of compensation in ex- 
cess of $4,200, provided: 

(1) The employer does not also main- 
tain an integrated pension or annuity plan 





© Reg. Sec. 1.401-1(b) (1) (ii). 

* Code Sec. 162(a). 

® Rev. Rul. 56-249, I. R. B. 1956-24, 110. 
® Code Sec. 404(a) (5). 

** Code Sec. 402(b). 


Profit-Sharing Plans 


® Reg. Sec. 1.401-1(b) (1) (ii). 

*® Rev. Rul. 54-231, 1954-1 CB 150. 

* PS 44, December 11, 1944. 

*® Reg. Sec. 1.401-3(e) (2). 

*® Mim. 6641, par. 19, 1951-1 CB 41, 55. 
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covering the same employees and the same 
compensation intended for inclusion in the 
profit-sharing plan. 

(2) The profit-sharing plan provides bene- 
fits only upon retirement or separation from 
service. 


(3) Allocations are made on a nondis- 
criminatory basis. 


If the aforesaid conditions are met and 
the plan is integrated at $4,200, the amount 
which can be allocated to a $10,000-a-year 
employee is $543.75—9% percent of $5,800, 
the excess over $4,200. 


The allocation which is made with re- 
spect to the excess compensation consists 
not only of current employer contributions 
but also of forfeitures. Forfeitures arise 
from employer contributions which had 
previously been made on behalf of other 
employees who lose their rights thereto 
because of severance of employment or 
other reasons, 


The amount which can be allocated to 
an employee in any one year cannot ex- 
ceed 93% percent of compensation in excess 
of $4,200. The 9% factor is a maximum 
annual rate and cannot be increased because 
of a lower contribution in a prior year. For 
example, if the employer’s contribution in 
one year permitted an allocation of only 
6% percent of compensation in excess of 
$4,200, the unused difference of 3% percent 
may not be added to 9% percent, for a total 
of 1254 percent in a later year. 

A minimum annual allocation, not in 
excess of $60 for each participant, may, 
however, be made. 

If a plan was properly integrated under 
the rules in effect before the Social Security 
Act Amendments of 1954, it need not be 
changed merely because of such amend- 
ments. For example, a profit-sharing plan 
established in 1948, covering only employees 
earning in excess of $3,000 per annum, was 
integrated at 7% percent with respect to 
compensation above $3,000. If such plan is 
continued under the same terms it is not 
required to be changed merely because of 
the Social Security Act Amendments of 
1950, 1952, or 1954. 


Definite Formula for Allocations 
and Distributions 


The prior definition of a qualified profit- 
sharing plan included a requirement that 
such a plan contain a definite predetermined 


* Regs. 118, Sec. 39.165-1(a) (2). 
™ Rev. Rul. 33, Pt. 2(k), 1953-1 CB 267, 273. 
™ Reg. Sec. 1.401-1(b) (1) (ii). 


formula for distributing the funds accumu- 
lated under the plan.” Since this was silent 
as to allocations, questions arose as to whether 
such requirement for distributions included 
allocations of contributions among partici- 
pants, 

That this was so intended was made 
clear by administrative ruling." All funds 
in an exempt profit-sharing or stock bonus 
trust had to be allocated among partici- 
pants in accordance with a definite formula. 
This requirement precluded the retention 
of funds in reserves by withholding allo- 
cations. It was recognized, however, that 
suspense accounts could be maintained if 
provision is made for ascertaining the shares 
of participants in such accounts and the 
shares are included in any distributions that 
are made. 


The requirement for a definite allocation 
formula has been written into the new regu- 
lations” The plan must provide a definite 
predetermined formula for allocating the 
contributions among participants, as well as 
for distributing the accumulated funds. 


Incidental Benefits —The new regulations 
make it clear that a qualified profit-sharing 
plan is primarily a plan of deferred com- 
pensation. It is recognized, however, that 
under such a plan the amounts allocated to 
a participant may be used to provide him 
or his family with incidental life or accident 
or health insurance.” 


The purchase of ordinary life insurance 
is incidental and subordinate to the primary 
purpose of a qualified profit-sharing plan 
where the following conditions are met: ™ 

(1) The aggregate premiums for life in- 
surance in the case of each participant is 
less than one-half of the aggregate of the 
contributions allocated to him at any par- 
ticular time. 

(2) The plan requires the trustee to con- 
vert the entire value of the life insurance 
contract at or before retirement to provide 
periodic income so that no portion of such 
value can be used to continue life insur- 
ance protection beyond retirement. 

The first condition merely entails a limi- 
tation on contiibutions so that the total 
used for life insurance is less than half 
at any time. The second condition, which 
requires a conversion to provide retirement 
benefits, is met through the use of insur- 
ance contracts such as ordinary life, en- 
dowment, or retirement income. Either the 

(Continued on page 50) 





® See footnote 72. 
™ Rev. Rul. 54-51, 1954-1 CB 147. 
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Taxes on Security Transactions 


By J. HENRY LANDMAN 


Because of the activity on the stock market during the last few years, this 
article is particularly timely. Mr. Landman, a New York 

attorney and professor of tax law at New York Law School, reviews the 

tax treatment accorded most types of security transactions and also points 
out the many loopholes which now exist in the law 

but which may soon be gone forever. His earlier article on securities 

was published prior to the enactment of the 1954 Code. 


ROFITS from the sale of stocks and 

bonds* have more tax appeal than their 
dividend and interest income. If such se- 
curities are held more than six months 
(long-term), the proceeds are subject to 
bargain tax rates varying progressively 
from 10 per cent to a maximum of 25 per 
cent. By contrast, short-term gains are 
included with other income’ and are taxed 
at regular rates varying from 20 per cent 
to 91 per cent. 


Interest income from bonds is also fully 
taxable at regular rates. In order to increase 
the number of equity stockholders in our 
national economy, significant dividend tax 
benefits are now offered to taxpayers thus 
rendering common and preferred stocks 
more tax-attractive than corporate bonds. 
The first $50 of dividends received from 
domestic corporations are completely ex- 
cluded from gross annual income for each 
stockholder even if he is a joint owner, 
provided his co-joint stockholder receives 
dividends. An estate or trust also enjoys 
the $50 dividend exclusion even if the divi- 
dends are not distributed. In addition to 
the $50 dividend exclusion, dividend-receiv- 
ers, including estates and trusts, can also 
reduce their annual federal income tax to 
the extent of 4 per cent of all other dividends 
received from ordinary domestic corpora- 
tions, not to exceed that percentage of the 
respective recipients’ taxable income.’ 


While the Internal Revenue Code of 1954 
rendered dividend income more tax-appealing 
than interest, long-term capital gains retain 
their primary tax-attractiveness.* 


The bargain tax rates are usually ap- 


plicable in security transactions because 
stocks and bonds are ordinarily capital 
assets. To qualify for these rates, which 


vary from 10 per cent to a maximum of 
25 per cent, the taxpayer must meticulously 
observe that an actual security, not neces- 
sarily one registered on a stock exchange, 
must be involved; that its holding period 
must be more than six months; that an 
actual or a statutory sale or exchange must 
have occurred; and that the difference in 
value must be correctly determinable to 
arrive at capital gain or loss. 


Calculating Capital Gains 

The calculation of the taxpayer’s capital 
gains and losses is as follows: Add long- 
term gains and losses, resulting in a net 
long-term gain or loss. Add short-term 
gains and losses, resulting in a net short- 
term gain or loss. Then add the two results. 
This should yield a single long-term gain, 
a single short-term gain, or both a long- 
term gain and a short-term gain. 

If it is a long- or a short-term capital 
loss, the total amount offsets ordinary in- 
come up to $1,000. The unused balance may 





1Unless otherwise indicated, the terms 
‘“‘stocks,"’ ‘‘bonds’’ and ‘‘securities'’ are used 
interchangeably for literary reasons, though 


more accurately the first term reflects a cor- 
porate equity investment and the latter two 
terms are instruments of corporate indebtedness. 


Security Transactions 


2 The regular tax rates are maximized at 87 
per cent of taxable income. 

31954 Code Secs. 34(a), 34(b) and 116(a). 

4 Sees. 1231, 1212 and 1222(9)(B). 
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be carried over to the next year as a short- 
term loss. It will offset in the following 
order: short-term gain, long-term gain, 
and then up to $1,000 of ordinary income. 
The unused capital loss can be carried for- 
ward in this fashion for no more than five 
years and the residue must then be abandoned. 


Capital gains are taxed at one half of the 
ordinary rate up to a maximum of 25 per 
cent. This maximum is reached when a 
single taxpayer’s annual income is $18,000, 
or $36,000 should he file a joint return with 
his spouse, or $24,000 if he files as head 
of a household. Ina joint return the capital 
gains of one spouse can offset the capital 
losses of the other, but only one maximum 
deduction of $1,000 against joint ordinary 
income is permitted. If the spouses file 
separate returns, two such $1,000 deductions 
are possible. 


If the taxpayer has net short-term gains, 
it is preferable to execute, if possible, long- 
term losses to offset them. If he has net 
long-term gains, it is taxwise to take long- 
term losses, unless he expects to offset them 
with net short-term gains next year. If 
he has net long- or short-term losses, it is 
desirable, for the best tax use of the losses, 
to take short-term gains as a concurrent 
offset. Short-term capital gains enjoy no 
tax preference at all over ordinary income. 


Corporations are taxed at the flat rate of 
25 per cent on their capital gains.’ Both 
individuals and corporations may carry over 
their unused capital losses to the five suc- 
ceeding years. However, the capital losses 
carried forward by a corporation can only 
be used to reduce future capital gains, 
while those carried over by an individual 
may also offset ordinary income to the 
extent of $1,000 in each of those years. 
Partnerships may also indulge in security 
transactions but they are not actual tax- 
payers. The individual partners report for 
tax purposes their own respective capital 
gains and losses therefrom. 


Kinds of Taxpayers 


Stocks and bonds may be capital assets 
or inventory items depending upon their 
owner’s business operations in these prop- 
erties. Whether they are capital assets does 


not depend exclusively upon their nature 
but also upon the taxpayer’s relationship to 
them. Such taxpayers are thus treated as 
dealers, traders and investors with their 
own respective tax treatments. Nor are 
these categories mutually exclusive. 


Dealers in securities are merchants who 
primarily buy for resale to customers. They 
inventory their securities at cost, at the 
lower of cost or market, or at market value. 
Their intent is to make a marketing rather 
than a speculative profit. Security specialists 
and underwriters are in this category. Prof- 
its accruing to dealers constitute fully tax- 
able income.’ They may avail themselves 
of the two-year-carry-back and the five- 
year-carry-forward provisions for operating 
losses in order to average their taxable 
income over a maximum of eight years. 
Sales of securities executed to realize a loss 
and then repurchased within 30 days before 
or after the event constitute “wash sales.” 
As a consequence such a loss is disallowed 
for tax purposes. The wash-sale rule does 
not apply in gain transactions irrespective 
of the kind of taxpayer or to losses followed 
by repurchases by dealers or noncorporate 
traders." 


The much-sought-after, preferential, long- 
term maximum capital gains rate at 25 per 
cent may be enjoyed by traders and investors, 
and the latter constitute the vast majority 
of those who execute security transactions. 
A trader, like the owner of a seat on a stock 
exchange, is engaged in security speculation 
for his order to such a degree as to con- 
stitute a trade or business.* The fundamental 
difference between a trader and an investor 
turns on the amount of time, and not alto- 
gether on the size of the funds, they devote 
to the activity of buying and selling securities. 


Purchase and Holding Period 


A purchase ordinarily begins a holding 
period; a sale with a gain or loss usually 
terminates it. The law is uncertain as to 
what constitutes a holding period in excess 
of six months. Yet it is this long-term 
holding period which is so essential to the 
enjoyment of the bargain maximum-tax 
rate of 25 per cent. The Tax Court main- 
tains that May 1 to November 1, though it 





* Secs. 1222, 1211(b), 1202, 1212, 1201(b) and 
1231; Regs. 118, Secs. 39.117(b)-1, 39.117(d)-1 
and 39.117(c)-1. 

* Donander Company, CCH Dec. 8285, 29 BTA 
312; O. L. Burnett, CCH Dec. 10,823, 40 BTA 605 
(1939), aff'd and rev'd, 41-1 ustc {§ 9347, 118 F. 
(2d) 659 (CCA-5); W. H. Wilson, CCH Dec. 
15,284(M), 5 TCM 592 (1946), aff'd, 47-1 usrc 


f 9248, 161 F. (2d) 556 (CCA-4); Commissioner 
v. Stevens, 35-2 ustc { 9476, 78 F. (2d) 713 
(CCA-2); Vaughan v. Carey, 36-2 ustc { 9446, 85 
F. (2d) 497 (CCA-2). 

* The wash sale is explained in greater detail 
hereinafter. 

8 Achille O. Van Suetendael, CCH Dec. 
14,147(M), 3 TCM 987 (1944). 
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embraces 184 days, does not qualify.’ Then 
again, the Treasury rules that August 28 to 
February 28 does not comply despite the 
fact that the holding period includes six 
calendar months and three days.” Prudence 
dictates a minimum holding period of 185 
days to meet the long-term holding period 
requirement. The general rule in the pur- 
chase of securities on a large stock exchange 
is that the transaction is considered closed 
when the contract for their sale is executed, 
although actual delivery and payment are 
made at a later date.” 


In a cash-basis transaction, and most 
individuals are on such a basis, the length 
of time a security is held is determined 
by excluding the day of acquisition and 
including the day of disposal.” Consistently, 
where a contract to sell securities is entered 
into on December 31 and delivery is not 
made until early in the next year, the loss 
resulting from the sale is treated as a loss 
for the earlier year.“ There is one excep- 
tion to this rule; it pertains to gains con- 
summated in the last few days of one’s tax 
year. If a gain arises from such a year-end 
sale, it is taxable only in the year in which 
the cash-basis seller actually or constuc- 
tively received payment by delivery of the 
certificates. 


By contrast, an 
would report capital gains and losses from 
the sale of securities in the year in which 
the contract was executed and not in the 
year of payment and delivery.” 


In the case of an over-the-counter pur- 
chase, the holding period runs from the date 
the broker notifies his customer that the 
purchase has been made for his account, and 
not necessarily from the date title passed to 
the taxpayer.” 


Accordingly, the last day to take 1956 
security profits for cash-basis taxpayers is 
December 24, because the large exchanges 
have the four-day-delivery rule. If such 





°F. T. Weir, CCH Dec. 16,412, 10 TC 996 
(1948), aff'd, 49-1 usrc 7 9190, 173 F. (2d) 222 
(CA-3). 

1]. T. 3985, 1949-2 CB 51. 

“uT, T. 3705, 1945 CB 174; Ruml v. Commis- 
sioner, 36-1 ustc { 9221, 83 F. (2d) 257 (CCA-2), 
rev'g CCH Dec. 8771, 31 BTA 534 (1934); 
G. C. M. 21503, 1939-2 CB 205. 

”% Harriet M. Hooper, CCH Dec. 7689, 26 BTA 
758 (1932); I. T. 3287, 1939-1 CB (Pt. I) 138. 

133 See Ruml v. Commissioner and G. C. M. 
21503, both cited at footnote 11. 

47. T, 3485, 1941-1 CB 240; Harden F.. Taylor, 
CCH Dec. 11,646, 43 BTA 563 (1941) (nonacq.), 
aff'd, 42-2 usrc { 9547, 128 F. (2d) 885 (CCA-2). 

% Otto v. Commissioner, 101 F. (2d) 1017 
(CCA-4, 1939), remanding CCH Dec, 9976, 37 
BTA 479 (1938). 
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accrual-basis taxpayer 


securities are sold and delivered for “cash,” 
the profit might still be arranged as 1956 
reportable income. Losses can be sustained 
in 1956 up to the end of the year. Tax- 
payers on the accrual basis can take profits 
or losses until December 31, 1956. 


Sale Proceeds 


In a bona-fide sale, the difference between 
the selling price and the purchase price of 
securities constitutes the gross amount of 
the capital gain or loss. For traders, in- 
vestors and dealers, commissions paid in 
connection with security purchases are con- 
sidered part of their cost, and selling com- 
missions are treated as reductions of the 
proceeds of the sale. However, dealers are 
permitted to charge off as ordinary and 
necessary business expenses commissions 
paid in connection only with the sale of 
securities.” Commissions treated as adjust- 
ments of the selling or purchase price of 
securities are thus denied full deduction 
for what appear to be business or nonbusi- 
ness expenses. Amounts paid the lender 
in lieu of accrued interest or dividends, and 
premiums and charges paid brokers in con- 
nection with securities borrowed to com- 
plete delivery in short-sale transactions, are 
regarded as fully nontrade or nonbusiness 
deductible expenses,“ whether the gain or 
loss is long or short term. 


State stamp taxes on transfers of securi- 
ties may not .be capitalized, but they are 
fully deductible as taxes." On the other 
hand, the Treasury declares that federal 
transfer-stamp taxes must be treated as 
offsets against selling price.” However, a 
dealer in securities is permitted by the 
Treasury to deduct federal stamp taxes as 
business expenses. Contrary to the Treasury 
view, the Court of Claims holds that traders 
may also do so.” 


Bond-issue stamps and general expenses 
are amortizable over the life of the bonds,™ 





1% Regs. 118, Sec. 39.24(a)-2; Helvering v. 
Winmill, 38-2 ustc 9550, 305 U. S. 79: Spreckles 
v. Helvering, 42-1 ustc § 9345, 315 U. S. 626; 
Don A. Davis, CCH Dec. 14,229, 4 TC 329 (1945), 
aff'd, 45-2 ustc § 9418, 151 F. (2d) 441 (CCA-8), 
cert. den., 327 U. S. 783 (1946); G. C. M. 15430, 
XIV-2 CB 59. 

11 Wilmington Trust Company v. Helvering, 
42-1 ustc { 9441, 316 U. S. 164; Commissioner v. 
Wilson, 47-2 ustc { 9367, 163 F. (2d) 680 (CCA-9) ; 
I. T. 3989, 1950-1 CB 3. 

18 G. C. M. 18245, 1937-1 CB 70. 

” I. T. 3806, 1946-2 CB 41. 

2% Hirshon v. U. 8., 53-2 usrc 7 9499, 116 F. 
Supp. 135. 

27. T. 3806; Mim. 6367, 1949-1 CB 63. 
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while stock-issue stamps are perma- 
nent capita? investments which are 
neither deductible nor amortizable. 


Inheritances 


Securities may also be acquired 
by bequest or inheritance. They are 
ordinarily valued at fair market 
value on the date of the decedent’s 
death, and are treated as if they 
were held by the beneficiary from 
the same date. The executor may, 
however, elect to value the property 
one year later for federal estate tax 
purposes or at an intermediary date 
by distributing it. Since the statute 
provides only for exceptional valu- 
ation treatment, in accordance with 
the rule of statutory construction 
the date of death presumably con- 
trols for the purpose of determining 
the time for the commencement of 
the holding period.” This is a moot 
point which awaits solution by the 
courts, the Treasury or Congress. 


Gifts 


Securities may also be acquired 
by gift. Their tax value in the 
hands of the one who received the 
gift turns upon whether this recipi- 
ent enters into a subsequent gainful 
or losing transaction. For purpose 
of determining gain, their tax value 
is deemed to be that of the last 
owner who did not receive them by 
gift.” 


However, the legal concept is de- 
veloping that their tax value should 
be their fair market value at the 
time of the gift. This is already 
applicable to appreciated inventory, 
with an adjustment for costs of 
labor and material, and other assets 
donated to charities.™ 


For the purpose of determining a 
loss, the tax value of securities is 
deemed to be the lower of the donor’s 
basis or the fair market value of the 


2 McKeely v. Commissioner, 36-1 ustc 


{ 9008, 296 U. S. 102 (1935); Harry E. R. 
Hall Estate, CCH Dec. 10,498, 38 BTA 
1145 (1938); Mim. 4409, XV-1 CB 150. 

% Sec. 1015(a); Regs. 118, Sec. 39.113 
(a)(2)-1; I. T. 3453, 1941-1 CB 254; 
Curtis v. Helvering, 39-1 ustc { 9237, 
101 F. (2d) 40 (CCA-2). 

“I. T. 3932, 1948-2 CB 7; Rev. Rul. 
55-138, 1955-1 CB 223, revoking I. T. 
3910, 1948-1 CB 15. 
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securities at the time of the gift. Conse- 
quently, there would probably be neither 
gain nor loss if the securities were sold for 
a price between these two values. 


If the securities had a market value lower 
than the donor’s basis at the time of the 
gift and the sale results in a loss, the hold- 
ing period begins nevertheless with the 
date of the gift;” otherwise the holding 
period begins with the date the securities 
were acquired by the donor.” 


Charitable Contributions 
with Appreciated Securities 


Ordinarily, on sale or exchange depre- 
ciated securities yield capital losses and 
appreciated securities produce capital gains. 
An investor, with both types of securities, 
who contemplates charitable contributions 
with them, would be taxwise to follow the 
following advice. Sell the depreciated se- 
curities, make use of the capital loss for his 
own tax reporting, and donate the cash 
proceeds. As for the appreciated assets, 
their prior sale is counterindicated because 
the donor would subject himself to an un- 
necessary capital gains tax. He can escape 
this tax by contributing appreciated securi- 
ties at fair market value with a resulting 
deduction on his long Form 1040 up to 20 
per cent of his adjusted gross income or up 
tc 30 per cent of it, if the excess contribu- 
tions go to educational institutions, churches 
or hospitals. The corporate limitation is only 
5 per cent with a carry-over for two years.” 


If the donor contemplates a gift rather 
than an income-tax-deductible contribution, 
no gift tax would inure if the donee is an 
organized tax-exempt charity. Donors 
should consider establishing their own char- 
itable foundations.” Through their own such 
trust or corporation they can implement 
their own public improvement program at 
substantial tax savings. Their own gifts and 
those of others would be free from gift tax. 
They would also enjoy income tax deduc- 
tions that would otherwise accrue to these 
gifts. Besides, these assets are not included 
in the donor’s estate for estate tax purposes. 
Moreover, bequests and devises to his foun- 
dation provided for in his own will would 
escape estate tax. The income of the foun- 
dation would not be included in the donor’s 


income tax return, and the foundation itself 
is not subject to such tax. 


Personal services rendered a charity no 
matter how valuable they may be are not 
tax-deductible contributions. However, un- 
reimbursed costs, such as traveling expenses 
(but not one’s blood), are deductible. A 
taxpayer’s inventory, such as toys which he 
manufactures, may be a deductible contri- 
bution at fair market value, but it must be 
reduced by his production or acquisition 
costs in order to avoid a double deduction.” 


Contributions are deductible when made 
whether the taxpayer is on the accrual or 
cash basis. Payment by check is payment 
by cash irrespective of the year in which 
the check is cashed; this is not so for 
pledges or payments by promissory note. 


Partners treat such contributions as their 
own pro rata.“ Corporations also take their 
contribution deductions when paid. An 
accrual corporation may take its contribu- 
tion deductions in the current year or by 
election in the following year, provided the 
contribution is made within the first two 
and one-half months of such year and pro- 
vided they are so authorized irrevocably by 
the corporation’s board of directors. 


Partnerships 


Investors, traders or dealers: in securities 
may operate in partnership entities. Their 
respective partnership interests in such ven- 
tures are capital assets with holding periods 
commencing with their organization date. 
The death of a partner or a sale of his 
interests does not disturb the holding periods 
of the others as long as the business, if 
not the same partnership, continues to 
operate. This is true even though the nature 
and the holding periods of the underlying 
securities are at variance with the part- 
ners’ interests.” 


Securities distributed to partners in con- 
nection with a dissolution retain the ac- 
quisition date that they had while they 
were owned by the partnership, that is, 
the date they were purchased by one of 
the partners for contribution to the partner- 
ship or by the partnership itself.” 


The capital transactions of a partnership, 
like ordinary income, are reported by it on 


* 1. T. 3453, 1941-1 CB 254. 


** Sec. 1223(2); Regs. 118, Sec. 39.117(h)-1. 

7 Sec. 170. 

78 Sec. 2522(a). 

*® Secs. 501(c)(3) and 681(b)(1). 

* Rev. Rul. 55-138, 1955-1 CB 223, revoking 
I. T. 3910, 1948-1 CB 15. 


™ Sec. 703(a)(2)(D). 

3% Allan 8. Lehman, CCH Dec. 15,457, 7 TC 
1088 (1947), aff'd, 48-1 usrc { 9121, 165 F. (2d) 
383 (CCA-2); U. 8. v. Shapiro, 49-1 ustc { 9156, 
83 F. Supp. 375 (DC Minn.). 

88 Sec. 706(a) and (c). 
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its information tax return without paying 
tax thereon. Each partner, however, must 
include in his individual return his share of 
these gains and losses and pay tax if due.™ 


Reorganizations 


Securities obtained through tax-free corpo- 
rate reorganizations are considered to have 
been acquired at the time the original se- 
curities were procured. In the case of 
corporate reorganizations which are taxable, 
the holding period of the new securities 
generally dates from the time of the re- 
organization.” 


The acquisition of new securities in con- 
nection with a tax-free corporate reorgan- 
ization imposes the use of the tax values 
of the transferor’s securities. Contrariwise, 
they adopt new tax values in a taxable 
reorganization.” 


Stock Dividends and Rights 


Some corporations, particularly growth 
companies in need of cash, make a practice 
of paying stock, instead of cash, dividends. 
Ordinarily the receipt of a stock dividend 
yields no taxable income but results merely 
in reducing proportionately the cost of the 
stockholder’s stock for future gain or loss 
on disposition.” Margin buying of stock 
in such corporations is particularly indi- 
cated because the interest charges on the 
loans in connection with such transactions 
are fully deductible. 


Corporate distributions to stockholders 
of the proceeds of the sale of Treasury 
securities at a loss constitute a tax-free 
return of capital with a resulting reduction 
of the tax value of the distributor’s stock 
in the hands of the stockholders. Distribu- 
tions of funds from corporate depletion and 
depreciation reserves after all current earn- 
ings have been distributed are also tax- 
exempt and constitute a return of capital. 


All tax-exempt stock dividends have hold- 
ing periods that commence with the date 
of the acquisition of the old shares.* 


By contrast, stock dividends are taxable 
when their receipt substantially alters the 
stockholders’ interests in the corporation. 
As a consequence, the new shares are in- 
cluded in gross income at the fair market 
value, and their holding period dates from 
their receipt.” The old stock retains its tax 
value and holding period. 


As the words signify, stock rights give 
stockholders the right to subscribe to a 
new issue of stock, usually at bargain prices. 
Despite their consequential market value, 
legally they are not reportable as current 
income, but only as future income through 
exercise or sale.” 


Stock rights are exempt or taxable only 
because of the kind of stock one can ac- 
quire by their exercise. If the nontaxables 
are exercised or sold, the tax value of. the 
original shares is apportioned between the 
fair market value of the latter and that of 
the rights as of their record date.“ The 
tax value of the new stock is arrived at by 
adding its subscription price to the adjusted 
value of the rights. If these rights are 
allowed to expire, no gain or loss results. 
The new stock is considered as having been 
héld from the date when the rights were 
exercised. If the rights are sold, they are 
treated as having been held from the ac- 
quisition date of the old stock at capital gain 
or loss rates.” 


Stock rights are referred to as taxable 
only because they originate income when 
exercised or sold.” If they are exercised, 
the difference between the fair market value 
and the subscription price of the new shares 
is fully taxable income.“ If they are sold, 
the proceeds similarly constitute ordinary 
income and not capital gain.“ Purchased 
rights result in a deductible loss if allowed 
to expire without exercise or sale.“ If the 





™ Secs. 702(a)(1), 702(a)(2) and 704. 

% National Bank of Commerce of Seattle, CCH 
Dec. 10,748, 40 BTA 72 (1939), aff'd, 40-2 ustc 
7 9804, 115 F. (2d) 875 (CCA-9); Roosevelt In- 
vestment Corporation, CCH Dec. 12,128, 45 BTA 
440 (1941) (acq.). 

% Walter A. Edwards, CCH Dec. 3377, 10 BTA 
39 (1928) (acq.); W. R. Prescott v. Commis- 
sioner, 35-1 ustc { 9208, 76 F. (2d) 3 (CCA-5): 
Commissioner v, Gracey, 47-1 ustc { 9154, 159 F. 
(2d) 324 (CCA-5). 

* Sec. 307(a); Helvering v. Griffiths, 43-1 ustc 
{ 9319, 318 U. S. 371; Helvering v. Sprouse, 43-1 
ustc § 9363, 318 U. S. 604; Strassburger v. Com- 
missioner, 43-1 ustc { 9363, 318 U. S. 604. 

% Sec. 1223(5); Regs. 118, Sec. 39.117(h)-1. 

% Sec. 305; James H. Torrens, CCH Dec. 8824, 
31 BTA 787 (1934) (nonacq.), dism'’d (CCA-2, 
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1936); Christopher L. Ward, CCH Dec. 
29 BTA 1251 (1934) (nonacq.). 

“” G. C. M. 25063, 1947-1 CB 45: Sec. 305. 

“1. T. 2474, VIII-1 CB 65; I. T. 2509, VIII-2 
CB 78; Regs. 111, Sec. 29.22(a)-8. 

# Sec. 1223(5) and (6); Regs. 118, 
39.117(h)-1. 

* G. C. M. 25063, 1947-1 CB 45. 

“G. C. M. 25063; Choate v. Commisisoner, 
42-2 ustc § 9555, 129 F. (2d) 684 (CCA-2). 

* But see Gibson v. Commissioner, 43-1 ustc 
{ 9282, 133 F. (2d) 308 (CCA-2), app. dism'd, 
320 U. S. 805 (1943). 

* Mitchell v. Commissioner, 2 ustc { 716, 48 
F. (2d) 697 (CCA-2, 1931), cert. den., 284 
U. S. 646. 


8440, 
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rights are exercised, the tax value of the 
new stock is that of the rights and the sub- 
scription price, and their holding period 
starts with that date. The tax value and 
the commencement of the holding period 
of the old shares remain undisturbed. 


For rights issued on or after June 22, 
1954, no apportionment of tax value is re- 
quired if the fair market value of the rights 
is less than 15 per cent of the fair market 
value of the stock at the time of distribu- 
tion. These rights would therefore have 
a zero basis. However, an election is in 
order to apportion the basis of the old stock 
between the stock without rights and the 
rights themselves as of the date of the 
rights’ distribution.” 


Wash Sales 


A wash sale in a security transaction car- 
ried out at a loss may have the loss dis- 
allowed for tax purposes when the seller 
directly or indirectly purchases “substan- 
tially identical” securities within 30 days 
before or after the sale. The disallowed 
loss is, however, added tax free to the cost 
of the purchased securities to determine 
their tax value for subsequent sale. The 
wash-sale statute does not apply to security 
sales at a profit.“ Furthermore, the hold- 
ing period of the purchased securities catis- 
ing the disallowed loss is tacked on to that 
of the earlier securities sold.” 


The phrase “substantially identical” has 
proved troublesome. Bonds of the same 
municipality but with different maturity 
dates are substantially identical,” but those 
with the same rate of interest but different 
issue, payment and maturity dates are not 
so." Common stock and voting trust cer- 
tificates for common stock™ and debentures, 
differing as to issue dates and amounts to 
be redeemed annually,” are substantially 
identical. On the other hand, common 
stock with and that without voting power; ™ 
bonds of the same corporation differing as 
to interest, payment, issue and maturity 


* Regs. Sec. 1.307(b)(1) (2). 

* Sec, 1091; I. T. 1239, I-1 CB 149. 

* Sec, 1223(4). 

%® Hanlin v. Commissioner, 39-2 ustc { 9783, 
108 F. (2d) 429 (CCA-3). 

%t Marjorie K. Campbell, CCH Dec. 10,696, 39 
BTA 916 (1939); I. T. 2672, XII-1 CB 72; I. T. 
2896, XIV-1 CB 96. 

8% Margaret EB. Kidder, 
BTA 59 (1934). 

8. T. 2778, XIII-1 CB 79. 

“1. T. 2585, X-2 CB 182. 

%G. C. M. 21496, 1939-2 CB 169; Mutual Fire, 
Marine and Inland Insurance Company, CCH 
Dec. 17,038, 12 TC 1057 (1949); Sigmund Neu- 


CCH Dec. 8466, 30 


dates;™ stock in different corporations; “ 
and Liberty bonds of the same interest rate, 
but having different market values and issue 
and maturity dates,” are not substantially 
identical. These illustrations indicate how 
difficult it is to evolve a working rule to 
distinguish securities that are substantially 
identical and those that are not. Yet on this 
distinction a deductible loss may depend. 


It is worthy of repetition to say that the 
tax-loss denial resulting from wash sales 
does not apply to noncorporate traders and 
to all dealers in securities.” However, the 
wash-sale provisions do obtain when one 
partner and his partnership buy and sell 
within the banned 60-day period substan- 
tially the same securities.” They were also 
invoked to deny a loss when an individual 
and his wholly owned corporation were in 
the same predicament.” The new con- 
structive ownership rules of the Internal 
Revenue Code of 1954 further restrict the 
opportunities for effecting tax losses. A 
vendor might be denied a tax loss by the 
unwitting purchase, by a family member, 
or related corporation, partnership or trust, 
of substantially the same assets within the 
banned 60-day period.“ While perhaps it 
was never intended by Congress that the 
wash-sale provisions should apply in these 
situations, there is the danger that a court 
of law might so interpret them. 


Short Sales 


A short-security sale, not to be confused 
with a short-term transaction, is achieved 
by a current sale of securities, executed 
temporarily with borrowed ones and fol- 
lowed later by a full discharge of the obli- 
gation to the lender. Profits arise when 
the original selling price exceeds the sub- 
sequent cost of the purchased stock to 
discharge the obligation to the lender. 
Amounts paid the lender for accrued interest 
and dividends, and premiums and commis- 
sions to the broker in connection there- 
with, are fully deductible nonbusiness ex- 
penses.” 


stadt Trust, 
(1941) (acq.). 

5° Seymour H. Knox, CCH Dec. 9210, 33 BTA 
972 (1936) (nonacq.). 

* T. T. 1365, I-1 CB 151. 

8 T, T. 2523, IX-1 CB 145; Donander Company, 
cited at footnote 6; Regs. 111, Sec. 29.118-1(a). 

Special Ruling, October 11, 1946, CCH 
Standard Federal Tax Reports (1946 Ed.), 
{| 6307. 

 Shoenberg v. Commissioner, 35-1 ustc {| 9333, 
TT F. (2d) 446 (CCA-8), cert. den., 296 U. S. 586. 

* Secs. 267(c), 302(c)(1) and 544; Regs. 118, 
Sec. 39.24(b)-1. 

®@T. T. 3989, 1950-1 CB 34. 


CCH Dec. 11,696, 43 BTA 848 
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It is possible to shift profits and losses 
to future years indefinitely by the use of 
such short sales. Gain or loss on a short 
sale does not inure until the short position 
is concluded. This is achieved in the fol- 
lowing manner: An investor owns short- 
term appreciated securities. He sells short 
the stock by arrangement with his broker. 
He may take his own stock to terminate 
his obligation to his broker, but this would 
yield him a short-term capital gain which he 
wants to avoid. Instead, he defers cover- 
ing the short sale with his broker until the 
following year or years. Since he owned 
the same securities short term when he 
went short the market, the profit remains 
short term. It would have been a long- 
term profit on the close-out of his short 
position if he owned the same securities 
long-term when he went short the market.” 
These rules apply only to stocks, securities, 
commodity futures and securities on a 
“when issued” basis, provided they are 
capital assets in the hands of the taxpayer. 
Bona-fide hedging transactions in com- 
modities are exceptions. 


“When Issued"’ Trading 


As the words imply, “when issued” trad- 
ing involves transactions in securities which 
will be issued in the future, for example, 
after corporate reorganizations. This type 
of trading may take the form of selling a 
contract to purchase a number of shares of 
a given stock, when issued, at a fixed price; 
it may constitute the making of a new con- 
tract to sell a few shares, when issued, at a 
fixed price; it may be a sale of contracts 
both to buy and to sell the “when issued” 
securities. Entering into a contract to sell 
securities when issued is deemed a short 
sale for tax purposes. The performance or 
assignment of this contract is the closing 
of the short sale. 


The “buy” contract therefore yields long- 
or short-term capital gain or loss. The 
“sell” contract at the time of signature 
yields neither gain nor loss. The sale 
of both contracts constitutes two trans- 
actions of perhaps different capital natures. 
“When issued” contracts are securities for 
tax purposes.” The holding period of stock 
acquired in a “when issued” transaction 
commences on the date of issue and does 
not include the period from the date of the 


contract.” The “first in, first out” rule is 
not ordinarily applicable to stock purchased 
on a “when issued” basis.” ‘““When issued” 
stock of a successor corporation may be 
considered “substantially identical” with the 
securities to be exchanged in a reorganiza- 
tion to determine the applicability of the 
wash-sale rules. 


‘“‘Puts”’ and ‘‘Calls"’ 


If an investor wants to guarantee a 
potential long-term capital gain, but he does 
not want to dispose of his investment, he 
can guarantee this profit for himself in an 
uncertain market by buying a “put,” which 
is an option to sell at about the current 
price. If the market continues to rise, the 
investor sells at the advanced price or holds 
his investment for a still higher price, in 
which event he ignores his option and 
merely sustains a loss of the cost of the 
put as of the expiration date. On the other 
hand, if the investor’s fear comes true and 
the market declines, he can exercise his 
put and enjoy his original capital gain 
minus the cost of the put. Its holding 
period is added to that of the purchased 
securities. Whether the transaction is long 
or short term depends upon the life of 
the put. 


The uneasy investor in a dubious market 
can also assure himself of his capital gain 
by buying a “call,” which is an option to 
buy at approximately the current price of 
the investment immediately after its sale. 
If the security continues to rise in value, 
he can exercise his call. Capital gain or 
loss is not realized at this stage of the trans- 
action. He would have to hold the asset 
more than six months to enjoy long-term 
capital gain treatment. The cost of the 
call is treated as an adjustment of the cost 
of the security. If the investor’s dire anti- 
cipation comes true, the investor is in a 
fortunate position in that he safeguarded 
his capital gain at the insignificant short- 
term loss of the call.® 


Profits from short sales are generally 
treated as short term for tax purposes. 
However, an investor can effect a long- 
term capital gain for himself on the short 
side of the market by buying a six-month- 
and-ten-day put and by selling the put 
itself after more than six months.” The 
short-sale rules do not apply to a put if 





63 Sec. 1233. 

* Sec, 1233(e)(2)(A); I. T. 3721, 1945 CB 164. 

* Trenton Cotton Oil Company v. Commis- 
sioner, 45-1 ustc { 9163, 147 F. (2d) 33 (CCA-6). 

*T. T. 3721, 1945 CB 164. 
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87. T. 3681, 1944 CB 64; Bothwell v. Commis- 
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the securities for exercising it are acquired 
on the same day and such securities are 
used to cover the put if it is exercised.” 


Commodity Futures 


Commodity futures are contracts chiefly 
for the future purchase or sale of agri- 
cultural products. Whether they are capital 
assets depends upon their use. If they are 
used as a hedge against price fluctuations, 
for example, wheat futures in the case of 
a flour miller, the losses are treated as a 
type of insurance and are fully deductible 
as an ordinary and necessary business ex- 
pense.” On the other hand, if the com- 
modity contracts are not a part of one’s 
business operations and are held as specula- 
tive investments, they are subject to the 
capital gain or loss provisions.” 


As in the case of short-security sales 
prior to the Revenue Act of 1950, it had 
been possible to convert short-term com- 
modity future transactions into long-term 
ones. This loophole has been plugged.” 
To be certain that industrial activities are 


not interfered with as a consequence, com- 
modity futures requiring delivery in one 
calendar month will not be regarded as 
“‘substantially identical” with a commodity 
future requiring delivery in a different 
month, with the result that their tax con- 
sequences are not altered. Similarly, straddle 
operations or arbitrage transactions in com- 
modity futures, where “long” and “short” 
contracts in different markets requiring de- 
livery in the same month are executed on 
the same day and both are closed out on 
the same day, are not disturbed.“ However, 
buying and selling commodity futures in 
the same commodity to be delivered in the 
same future period in the same market are 
governed by the short-sale rules so that 
the gain on the sale is short term. 

The holding period for a commodity ac- 
quired in satisfaction of a commodity fu- 
tures contract includes the duration of the 
contract.” 


Identification of Securities 


The identification of securities is sig- 
nificant whether the taxpayer is a dealer, 





"™G. C. M. 17322, XV-2 CB 151; Stewart Silk 
Corporation, CCH Dec. 15,961, 9 TC 174 (1947) 
(acq.). 

"= George W. Covington, CCH Dec. 11,289, 42 
BTA 601 (1940), aff'd and rev'd, 41-2 usrc { 9522, 
120 F. (2d) 768 (CCA-5); Dorothy Makransky 


Estate, CCH Dec. 14,661, 5 TC 397 (1945), aff'd 
per curiam, 46-1 ustc { 9195, 154 F. (2d) 59 
(CCA-3). 

™ Sec. 211 of the Revenue Act of 1950. 

™ Sec. 1233(e)(2)(B). 

% Sec. 1223(8). 
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trader or investor. The dealer inventories 
his securities at market or cost, or the 
lower of cost or market value. The others 
treat their securities as investments which 
are not inventoried. In the absence of 
precise identification, the Treasury holds 
that the “first in, first out” principle applies. 
This means that the securities sold must 
be charged, to the taxpayer’s advantage or 
disadvantage, against the earliest purchase.” 
Even nontaxable stock dividends are sub- 
ject to the “first in, first out” rule.” 


To avoid the risk of ending with a short- 
term capital loss when a long-term capital 
loss is intended (one of the hazards), it 
behooves the taxpayer to give his broker 
just as precise selling as buyimg instruc- 
tions. Identification can be readily effected 
if the securities being sold are registered 
in the seller’s own name and bear a specific 
purchase date and place. If the securities 
are held in a margin account and registered 
in “street” names, identification require- 
ments are met if the seller instructs his 
broker to sell stock acquired on a specific 
date and at a particular price.” The certifi- 
cates actually delivered by the broker are, 
however, controlling, even if the seller’s 
orders are violated.” 


In a tax-free corporate reorganization or 
recapitalization, however, the “first in, first 
out” and the identification rules are not 
operative, but another, the “average cost” 
rule, is generally applicable. This means 
that the new securities adopt the pro-rata 
cost basis of the older stock, with the result 
that the new shares are equal in value.” 
More recently, however, taxpayers have 
been able in reorganizations to invoke the 
identification rule successfully by comparing 
ascending serial numbers.” 


Redemption of Stock 


A corporation may completely dissolve 
by distributing its property at fair market 
value or its cash to its stockholders in 
exchange for the shares which they sur- 


render. These distributions in complete 
liquidation, referred to technically as “liqui- 
dating dividends” though they are not 
ordinary earnings, are effected tax free to 
the corporation but at long- or short-term 
capital gain or loss rates to the stock- 
holders, even as to the cash and its accumu- 
lated earnings.” If the liquidating dividends 
are distributed in installments, the capital 
gain or loss provisions do not apply until 
the tax value of the stock has been re- 
covered.” 


Then again, there is, taxwise, an alterna- 
tive complete corporate liquidation process 
which accords limited tax exemption to the 
stockholders. In general, accumulated earn- 
ings are taxed as ordinary income. If 
higher than accumulated earnings, corpo- 
rate assets in the form of cash and securi- 
ties are taxed at capital gain rates. Corporate 
stockholders, however, report their recog- 
nizable gain at capital gain rates. Most 
important of all, all other corporate assets, 
though appreciated in value, are distributed 
tax free, with the gain reported later when 
the assets are disposed of at a price in 
excess of adjusted stock bases. This limited 
tax-free corporate liquidation must be con- 
cluded within one calendar month.™ 


In contrast to these two alternate meth- 
ods of complete corporate liquidation, a 
corporation may undergo a partial liquida- 
tion by the cancellation or redemption of a 
part of its outstanding corporate stock, pro 
rata or not, among the stockholders, or of 
all of the shares of a special preference 
and series at capital gain or loss rates. 
Should the distribution, however, be es- 
sentially that of current or accumulated 
earnings, it is not a liquidating dividend at 
capital gain rates, but an ordinary dividend 
at full tax rates.” 


Worthless Securities 


Worthless securities are capital losses, 
and are such as of the last day of one’s 
taxable year.“ Since dispute might arise 





™ Regs. 111, Sec. 29.22(a)-8. 

™ Regs. 111, Secs. 29.113(a)(12)-1(3), (4) and 
29.113(a)19-1(a). 

% Helvering v. Rankin, 35-1 ustc { 9343, 295 
U. S. 123; Higgins v. Smith, 39-1 ustc { 9352, 102 
F. (2d) 456 (CCA-2); Davidson v. Commissioner, 
38-2 ustc { 9548, 305 U. S. 44; R. W. Creech, 
CCH Dec. 12,240, 46 BTA 93 (1942) (acq.); 
Snyder v. Commissioner, 35-1 ustc { 9344, 295 
U. S. 134. 

” Davidson v. Commissioner, cited at footnote 
78; Holmes v. Commissioner, 43-1 ustc { 9321, 134 
F. (2d) 219 (CCA-3). 
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82 Secs. 302, 317(b) and 331(a). 

8 Alvina Ludorff, CCH Dec. 10,740, 40 BTA 
32 (1939). 


* Sec. 333(e). 
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as to when the security actually became 
worthless, the Internal Revenue Code al- 
lows seven years, rather than the ordinary 
three years, following the due date of the 
return for the year of the loss to claim a 
credit or tax refund, so that the taxpayer 
may not be deprived of its tax advantage. 

Another method of assuring oneself of 
a security loss in a specific year, particu- 
larly if one is uncertain as to whether the 
bond or stock is absolutely worthless, is to 
sell it on a selected date for some proceeds 
no matter how small. 


Recapitalization and Reorganization 


A corporate reorganization is an ex- 
change of stock or securities between stock- 
holders and bondholders and a corporation, 
or an exchange of assets for stock or bonds 
between corporations. Such transactions, 
as in the case of mergers and consolida- 
tions, can be arranged to be nontaxable at 
the time of the exchange, thus deferring 
taxability to a later disposal date, except 
for the currently distributed money and 
other property.” 


A corporate recapitalization is taxwise a 
kind of reorganization. Multiplying the 
only outstanding common stock is nontax- 
able.™ Replacing outstanding common stock 
with common and preferred stock may 
render the preferred stock a taxable divi- 
dend,” and substituting common stock and 
bonds for the outstanding common stock 
may also make the bonds taxable dividends.” 


Divisive Corporations 


Corporate reorganizations may also take 
the form of split-ups, split-offs or spin-offs. 
A split-up occurs when a corporation is 
divided into two new ones. A split-off 
manifests itself when a corporation trans- 
fers some of its property to a new one in 
exchange for all its stock, and then dis- 
tributes the latter to the stockholders of 
the original corporation upon their sur- 
render of a portion of the original stock in 
exchange. A spin-off is similar to a split- 
off except that there is no surrender of 
stock in exchange for the new. 


These three styles of corporate reor- 
ganization are nontaxable except for money 


* Sec. 368. 

% Hisner v. Macomber, 1 vustc { 32, 252 U. S. 
189. 

* Sec. 306. 

* Adams v. Commissioner and Bazley v. Com- 
missioner, 47-1 ustc { 9373, 331 U. S. 737. 


and other property which had been dis- 
tributed, provided, among other require- 
ments, that the defected business had been 
in existence for at least five years. The 
distributee-stockholder must reallocate the 
tax value of his original securities among 
his new holdings, and his original holding 
date remains unchanged.” 


Collapsible Corporations 


The Revenue Act of 1950 closed another 
tax loophole, one known as the collapsible 
corporation which had become particularly 
popular in the movie and real estate in- 
dustries. Such corporations enabled enter- 
prising businessmen to use the corporate 
vehicle temporarily in order to convert what 
would ordinarily be fully taxable income 
into capital gains at the bargain rates which 
attend complete corporate liquidations. This 
inequity has been eliminated ever since by 
treating such income in the hands of the 
former stockholders as fully taxable. The 
current prohibitive requirements apply where 
(1) they own 5 per cent or more of the 
corporate stock directly or indirectly, (2) 
the gain realized from the sale or exchange 
of the stock is more than 70 per cent at- 
tributable to property produced by the cor- 
poration, and (3) the gain is realized within 
three years following the completion of the 
manufacture, construction or production of 
the property.” 


While it appears that the use of the elec- 
tive, 30-day, partially tax-free, complete 
corporate liquidation is precluded by the 
anticollapsible-corporation provisions, the 
use of partial corporate liquidations might 
serve the same tax purpose achieved earlier 
by the now-outlawed collapsible corporation.” 


Sale of Treasury Stock 


The sale of the original issue of stock 
by a corporation is for the purpose of rais- 
ing operating capital and, as such, the cor- 
poration realizes no taxable gain regardless 
of variations between sales prices and par 
values.“ Similarly, the acquisition by a 
corporation of its own stock for cash to be 
held in its treasury yields neither gain nor 
loss to it.” However, when the corporation 
reacquires stock which it once sold and re- 


*@ Sec. 341. 

® See ‘‘Redemption of Stock,”’ at p. 39. 

™ Regs. 111, Sec. 29.22(a)-15. 

*® Dorsey Company v. Commissioner, 35-1 ustc 
= 76 F. (2d) 339 (CCA-5), cert. den., 296 

. S. 589. 


" Secs. 393, 355(a)(1)(A) and (D), 368(c), 
358(b) (1) and (2) and 362(b). 
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AS PERCENT OF NATIONAL INCOME 
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sells it, capital gain or loss results if it 
trades in it as it would in any other stock.” 
Gain or loss is also realized by it if it re- 
ceives its own stock in satisfaction of a debt 
or upon the sale of its property. 


Sales of treasury stock to employees had 
been ruled to yield capital gains because the 
corporation was dealing in its own shares 
as it might in those of another, even though 
by so doing the employees’ interest in the 
business might be enhanced.” This has 
been changed by the Internal Revenue Code 
of 1954. Such transactions would now be 
tax free to the corporation.” 


Stock Options 


It has become the practice in many cor- 
porations to give stock options to em- 
ployees to buy employer stock at attractive 
prices as (1) an additional compensation or 
(2) as an incentive to greater productivity 


* G, C. M. 12955, XIII-1 CB 107. 

" Helvering v. Edison Brothers Stores, Inc., 
43-1 ustc { 9273, 133 F. (2d) 575 (CCA-8); Com- 
missioner v. Air Reduction Company, 42-2 ustc 
{ 9598, 130 F. (2d) 145 (CCA-2); Aviation Capi- 
tal, Inc. v. Pedrick, 45-1 ustc § 9219, 148 F. (2d) 
165 (CCA-2); Commissioner v. Snite, 49-2 ustc 
7 9470, 177 F. (2d) 819 (CA-7); Commissioner v. 
Rollins Burdick Hunter Company, 49-1 vustc 
{ 9278, 174 F. (2d) 698 (CA-7), rev’g CCH Dec. 
15,949, 9 TC 169 (1947); Batten, Burton, Dur- 
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and loyalty. The differential in the former 
type is taxable income to the employee, 
ordinarily on the exercise date, with an ad- 
justment in the tax value of the stock and 
a corresponding deduction by the employer. 
The differential on exercise in the latter type 
is ignored taxwise by both the employer 
and employee.” 


How does one distinguish these two types 
of stock options from one another? The 
Revenue Act of 1950 designed the restrictive 
stock option to help solve the problem of 
determining the intent of the options, and 
we have had this additional type of stock 
option ever since. This new type of stock 
option now holds, roughly, that (1) no tax- 
able income is realized at the time the 
option is exercised, provided the option 
price is at least 85 per cent of the fair 
market value of the stock at the time the 
option is granted, (2) the recipient owns 


stine & Osborn, Inc. v. Commissioner, 49-1 ustc 
§ 9117, 171 F. (2d) 474 (CA-2), rev’g CCH Dec. 
16,024, 9 TC 448 (1947). 

*% Sec. 1032. 

*” Commissioner v. Smith, 45-1 ustc { 9187, 324 
U. S. 177, cert. den., 45-1 usre 9253, 324 U. S. 
695; T. D. 5507 and I. T. 3795: Delbert B. 
Geeseman, CCH Dec. 10,112, 38 BTA 258 (1938) 
(acq.); Hdward J. Connolly Estate, CCH Dec. 
12,120, 45 BTA 374 (1941), aff'd, 43-1 ustc { 9366, 
135 F. (2d) 64 (CCA-6). 
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as Per Cent of Total Income and Excess Profits Taxes, 1930-1951 


PERCENT 
100 


75 


Total Income and 
Excess Profits Taxes 


25 









-50 
Source: New York Stock Exchange. 


PIT, INS 
AX YI 
ip 


1930 ‘3t ‘32 ‘33 ‘34 ‘36 °36 ‘37 ‘38 "30 “40 ‘4) ‘42 ‘43 44 45 “46 ‘47 “46 ‘49 ‘SO ‘SI 





directly or indirectly less than 10 per cent 
of the voting power of all classes of stock 
of the employer or its parent company, 
and (3) the option is exercised while the 
taxpayer is still its employee or within three 
months after employment termination. The 
stock acquired must not be sold within two 
years after the option is granted and must 
be held not less than six months. When 
the option price at the time of the option 
grant is at least 95 per cent of the fair 
market value, no income accrues at the time 
of the exercise. However, when this stock 
is subsequently sold, capital gain or loss 
arises, measured by the difference between 
cost and selling price. 


If the holding period of the stock is ade- 
quate and the difference between the option 
and fair market values of the stock at the 
time of the option was more than 5 per 
cent, the employee is deemed to have re- 
ceived fully taxable compensation in the year 
the stock is disposed of, measured by the 
amount in excess of the option price, but 
no more than the lesser of the fair market 
value of the stock at the time the option was 
granted and the fair market value of the 
stock at the time of the disposition. 

Philip J. LoBue, CCH Dec. 20,365, 22 TC 


440, aff'd, 55-1 ustrc { 9505, 223 F. (2d) 367, rev'd 
and remanded, 56-2 ustc { 9607, 351 U. S. 243. 


Correspondingly, the corporate employer 
is consequently not entitled to a deduction 
as in the past, because such options are no 
longer treated as additional income and it is 
deemed to have received only the option 
price at the time of the exercise. 


The elective use of the restrictive stock 
option has contributed much to the solution 
of the controversy between compensatory 
and incentive employee stock options. How- 
ever, it has created in its wake at least one 
new problem. If the stock is unlisted, what 
is its fair market value? As a solution it 
would be well to attain a convincing valu- 
ation of this stock by appraisal or otherwise 
at the time of the option. 


The creation of the restrictive stock op- 
tion did not eliminate either the compensa- 
tory or the incentive stock varieties. It was 
the recent LoBue decision™ of the United 
States Supreme Court that practically out- 
lawed the incentive variety. This momen- 
tous decision declares that the differential 
between the stock option and the fair mar- 
ket prices at the time of exercise must per- 
force be compensatory in nature, and that 
the option itself on its delivery date might 
have a taxable value if measurable.™ 

1 Harley V. McNamara, CCH Dec. 19,495, 19 


TC 1001, rev'd, 54-1 ustc { 9255, 210 F. (2d) 505 
(CCA-7); Smith, cited at footnote 99; Dean 


Babbitt, CCH Dec. 20,868, 23 TC 850. 
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Security Gifts to Minors 


A taxpayer is entitled to a dependency 
deduction in the sim of $600 if he con- 
tributes more than one half of the de- 
pendent’s cost of support. This law, coupled 
with the one that now permits security 
gifts among other gifts to children under 
19 years of age or ‘to full-time students of 
any age, makes it possible for the income 
from such gifted securities to be tax free 
up to a maximum of $600 on such depend- 
ent’s return and at low-cost rates for any 
excessive income from such securities.” 


The donor would also be effecting estate 
tax saving governed by the extent to which 
his assets are defected from his potential 
estate. As for the gift tax law that is in- 
volved, the donor is entitled to a $30,000 
lifetime exemption, or $60,000 if his spouse 
joins him in the gifting. In addition there- 
to, the donor may make present annual but 
not future gifts to any number of donees up 
to $3,000 or $6,000, depending on whether 
he or both spouses make the gift. Gifts to 
minors are treated as present gifts. 


The new law provides that upon the age 
of 21, the donees must have legal owner- 
ship and absolute jurisdiction over these 
gifts.” This fact discourages many parents 
from availing themselves of this new stat- 
ute. This difficulty can be overcome by 
setting up cumulative trusts in those states 
where their existences may survive the 
21-year age of the beneficiary. 


Callable Bonds 


Callable bonds selling at a premium may 
also effect tax economy. Prior to the In- 
ternal Revenue Code of 1954, the premium 
over the first call price was fully deductible 
in the case of a bond callable on 30 days’ 
notice, except when the premium arose 
from the convertible feature. Its tax ad- 
vantages lay in the fact that the premium 
deduction would offset ordinary income or 
capital gain, and it would reduce corre- 
spondingly the tax basis of the bond. How- 
ever, under the Internal Revenue Code of 
1954 these tax advantages are available only 
on taxable bonds issued up to January 22, 
1951, and on taxable bonds issued after this 
date but acquired up to January 22, 1954. 
Otherwise the prevailing tax law relative 
to premiums on callable registered or cou- 
pon bonds provides that the premiums can 


be amortized only to a call date more than 
three years after the issue date of the 
bonds. Should the bond be actually called, 
an ordinary loss deduction is in order for 
the unamortized portion of the premium. 


Rights to buy bonds convertible into 
stock of the issuing corporation are non- 
taxable to the extent that the value of the 
rights is attributable to the conversion 
feature and is taxable to the extent that 
other features of the bond have value. 


On fully tax-exempt bonds, amortization 
is mandatory and the amortized premium 
reduces the basis of the bond without an 
income deduction. 


Discount Bonds 


The interest element of bonds issued be- 
fore December 31, 1954, yields capital gain 
on the differential between cost and the re- 
demption or sale price, but is ordinary in- 
come as to bonds issued since this date or to 
any bonds issued at par but purchased at a 
discount.“ The issuing corporation of the 
discount bonds amortizes the discount over 
the life of the bonds. If the original-issue 
discount is not more than one fourth of 1 
per cent of the redemption price, multiplied 
by the number of full years to maturity, the 
discount is ignored.™ 


A buyer of a bond with coupons detached 
must report as ordinary income any gain 
to the extent of the detached coupons.™ 


It is settled law that when a corporation 
purchases its bonds or other instruments 
of indebtedness for less than the issue price, 
it realizes taxable income to the extent of 
the discount. Such taxpayers have the 
right in the alternative to defer the realiza- 
tion of taxable income by accepting a re- 
duced tax basis for the properties against 
which the obligations were issued.™ 


Converting Dividends into Capital Gain 


Ordinarily, stocks command prices in the 
market which are governed by the principle 
of supply and demand. The pro-rata net 
worth of stocks is a contributing factor 
and this would include their impending divi- 
dends. Before a stock goes exdividend, it 
frequently rises in value even in excess of 
the dividend, and after this event it de- 
clines in market value to at least that amount. 
Hence, if one owns a stock more than six 





1@ Sec, 151. 

108 Sec. 2503. 

1% Sec, 1232; Rev. Rul. 55-136, 1955-1 CB 213; 
F. Rodney Paine, CCH Dec. 20,679, 23 TC 391. 

1% Sec. 1232. 
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106 Sec, 1232(c). 

1m Commissioner v. Jacobson, 49-1 uste { 9133, 
336 U. S. 28. 

8 Secs. 108(a) and 1017. 
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months, a potential dividend can be con- 
verted into a capital gain by selling a stock 
just before it goes exdividend and rebuy- 
ing it soon thereafter. The exdividend date, 
usually three days before a corporation’s 
official date for the dividend, is the day 
following the last day one must hold a stock 
to get a dividend. Such a transaction may 
be profitable even after paying the broker’s 
commission because of the differential in 
the long-term capital gain maximum tax 
rate of 25 per cent and the full dividend 
income rate, despite its $50 exclusion and 
the 4 per cent credit. 


Similar profits can be effected by taking 
advantage of brief market fluctuations of 
stock irrespective of dividend performance, 
provided one has held the stock more than 
six months. Corporations with large earn- 
ing yields but small dividend payments 
should also lend themselves to attractive 
capital gain transactions because of the 
undistributed earnings. 


Dividend arrears on preferred stock are 
fully taxable when paid. However, when 
the preferred stock with dividend arrears 
is sold after the payment of the back divi- 
dends have been announced but before they 
are paid, the resulting appreciation in value 
of the preferred stock constitutes a capital 
rather than an ordinary gain.” Hence one 
should sell preferred stock before the earlier 
of the exdividend or record date for divi- 
dend arrears in order to convert potential 
dividend income into more desirable long- 
term capital gain. In general, accrued divi- 
dends paid on redemption of preferred stock 
are treated as part of the redemption price 
subject to the capital gain or loss provi- 
sions. 


Oil and Gas Producers 


Not oil and gas refiners, and not manu- 
facturers and distributors, but oil and gas 
producers deserve particular tax considera- 
tion. Such corporations are subject to an 
annual percentage-depletion deduction of 
27% per cent of their gross receipts up to 
50 per cent of net income as long as they 
produce, irrespective of the cost of the oil 
and gas fields.“ Besides, all intangible 
costs of exploring and drilling, such as la- 
bor, repairs, transportation and fuel, are 
deductible in profitable wells from their 
otherwise taxable current income.” The 


1 G. C. M. 5180, VII-2 CB 110; W. P. Hobby, 
CCH Dec. 13,581, 2 TC 980 (1943) (acq.); Stanley 
D. Beard, CCH Dec. 14,379, 4 TC 756 (1945) 
(acq.). 

0 Sec. 613(a). 


tangible costs are capitalized, usually about 
30 per cent of the total exploration and drill- 
ing costs, and are recaptured by annual de- 
ductible depreciation charges from future 
concurrent income. Development costs in 
any sum and exploration up to $100,000 in 
other than oil and gas industries are addi- 
tional statutory deductions. The unique tax 
advantages are accorded our natural resource 
industries by Congress in diverse ways, 
particularly by variable depletion deductions 
to encourage them.™ 


It is not uncommon for oil producers to 
be subject to a 10 per cent tax, as compared 
with a 52 per cent tax for the usual cor- 
porate taxpayer. Consequently, the corpo- 
rate stock in all the natural resources should 
be attractive to those seeking long-term cap- 
ital gain, because such corporations partic- 
ularly can grow and flourish with their own 
considerable plowed-back earnings. 


Losses Between Related Parties 


Losses from the sale or exchange of se- 
curites are disallowed if the transactions 
take place directly or indirectly between 
taxpayers who have the following relation- 
ships: 

(1) members of the same family, includ- 
ing husband and wife; those of whole or 
half blood and ancestors and lineal descend- 
ents; 


(2) an individual and a corporation, if 
more than 50 per cent of the value of its 
stock is owned directly or indirectly, except 
in liquidation of the corporation; 

(3) two corporations if more than 50 per 
cent of the stock of each is owned, directly 
or indirectly, by or for the same individual, 
and if either was a domestic or foreign per- 
sonal holding company during the preceding 
year, except in corporate liquidations; 


(4) a grantor and trustee of any trust; 


(5) trustees of two trusts created by the 
same grantor. 


By contrast, while losses between those 
in the specified groups are disallowed, gains 
are recognized. The seller’s loss is dis- 
allowed taxwise. The subsequent gain on 
disposal is recognized only to the extent 
that it exceeds this disallowed loss. This 
is contrary to the wash-sale rule where the 
disallowed loss is added to the basis of the 
new assets. ™ 


1 Secs. 615(a) and 616. 

12 Secs. 615 and 616. 

3 Secs. 1091 and 267(d); see ‘‘Wash Sales,’ 
at p. 36. 
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The individual, a term which includes a 
partner, is considered to own the securities 
which he actually and constructively owns. 
Securities constructively owned by or for 
a corporation, partnership, estate or trust 
are deemed to be owned proportionately by 
or for its shareholders, partners or benefi- 
ciaries who, in turn, are treated as being 
actual owners and thus may make others 
constructive owners thereof. Thus a loss 
in a bona-fide sale to a son-in-law of the 
taxpayer’s brother is allowed.™ 


Sale losses between family members are 
disallowed even when the sale is a forced 
and not a willful one, as in the case of a loss 
arising from a foreclosure proceeding insti- 
tuted by a hostile brother.” Similarly, se- 
curity losses were disallowed when a husband 
effected losses between his wife and him- 
self by ordering his broker to sell his or 
her securities and purchase the same for 
one another’s account. This tax conclusion 
was arrived at by the United States Supreme 
Court in the McWilliams case, even though 
the identical securities were not transacted 
and the intermediary buyers and sellers re- 
mained unidentified. 


Interest and Dividends 


Interest on indebtedness is ordinary tax- 
able income, except that the interest on 
state and municipal bonds is wholly exempt 
and that on federal bonds issued prior to 
March 1, 1941, is wholly or partially ex- 
empt. Interest accrued on bonds sold be- 
tween interest dates is accruable to the 
seller and purchaser as of the purchase date 
without regard to the tax value of the bond 
in the hands either of the seller or purchaser. 


Ordinarily, bonds are acquired on a quoted 
price plus interest from the last interest date. 
When interest on bonds is in default, the 
purchase price is “flat” or “plus accrued in- 
terest.” The tax difference lies in the fact 
that the back interest is treated as a tax-free 
return of capital and not as taxable interest 
income.™ Similarly, in defaulted tax-éxempt 
bonds, the collected interest reduces the value, 
even though the interest itself would have 
been tax free.™ This latter situation works 
a hardship on the taxpayer. 


As already related, the first $50 in divi- 
dends received is not taxable. The tax- 
payer is allowed a credit to the extent of 


14 Maurice B. Saul, CCH Dec. 15,884(M), 6 
TCM 734 (1947). 

6 Thomas Zacek, CCH Dec. 15,793, 8 TC 1056 
(1947). 

16 McWilliams v. Commissioner, 
{| 9289, 331 U. S. 694. 
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4 per cent of his taxable dividends in excess 
of this $50 dividends exclusion. This credit 
is limited not to exceed 4 per cent of taxable 
income. Corporate stockholders pay a tax 
on only 15 per cent of the dividends they 
receive from other domestic corporations. 


Regulated Investment Companies 


Regulated investment companies are cor- 
porations whose primary source of income 
is dividends, interest and the profits from 
the sale of securities. Such companies enjoy 
special tax treatment if their gross income 
is at least 90 per cent from dividends, inter- 
est and capital gains, and their income from 
the sale of stocks and bonds of less than 
three months’ holding period is less than 
30 per cent of gross income. They must 
distribute dividends to their stockholders in 
an amount in excess of 90 per cent of their 
taxable income. What these regulated in- 
vestment companies do not distribute is 
taxed at regular corporate rates. 


Income distributions by investment com- 
panies with less than 75 per cent of their 
gross income from dividends are treated as 
dividends only in the same ratio that their 
dividends income bears to their gross in- 
come. Part of the distributions received 
from an investment company may be pro- 
rata capital gain that originally inured to 
the company. They are treated as long- 
term capital gain no matter how long the 
stock has been held. Therefore, if desired, 
one can effect short-term capital loss on the 
sale immediately after the exdividend date 
of investment company shares acquired be- 
fore the record date for the aforementioned 
long-term capital gain distribution.” 


Investing in the stock of regulated in- 
vestment companies has been growing in 
popularity. It enables investors to enjoy 
the advantages of diversified investment by 
experts. It makes possible for them the 
enjoyment of long-term capital gains when 
the company itself sells stocks and bonds at 
a profit and distributes such profits, and 
when the investor disposes of his securities 
in enriched investment companies at a profit. 


Investors should not, however, buy the 
securities of these enriched regulated com- 
panies at a time when they have consider- 
able undistributed capital gain. In such 
event, the subsequent capital gain distri- 


bution in effect causes the investor to pay 


ut R, O. Holton & Company, CCH Dec. 11,774, 
44 BTA 202 (1941), app. dism’d (CCA-5, 1942); 
I. T. 3689, 1944 CB 65. 

8 Clyde C. Pierce v. Commissioner, 41-2 ustc 
§ 9507, 120 F. (2d) 206 (CCA-5). 

1° Secs. 851-855. 
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a capital gain tax on the return of his own 
money. Under these circumstances, the 
investor purchases a tax liability. Also, of 
course, in a precipitously declining market, 
the investor in a regulated investment com- 
pany will sustain depreciation in the value 
of his stock when the holdings of the in- 
vestment company depreciate, whether or 
not it sells out, and will suffer an actual 
capital loss should he sell or cash in his 
shares in the investment company as a 
consequence. 


Nonresident-Owned 
Canadian Investment Corporations 


A nonresident-owned Canadian corpora- 
tion, popularly known as an N., R. O. com- 
pany, is One organized and operated in 
Canada to invest in Canadian and foreign 
securities, owned at least 95 per cent by 
non-Canadians including United States in- 
vestors, with its stocks, bonds and cash kept 
in the United States or elsewhere, Since 
none of its income is derived from United 
States sources, it is not subject to United 
States tax. It is, however, subject to 
Canadian tax on income received but not 
on capital gain. In this regard, the non- 
resident-owned Canadian corporation may 
elect one of two methods of taxation. Like 
Canadian-owned investment corporations, it 
may pay a 15 per cent tax on all dividends 
and interest received. Dividends paid are 
exempt from the 15 per cent individual tax. 
Otherwise it may elect to pay a tax only on 
interest received at the regular Canadian 
corporate rate of 20 per cent on net income. 


Obviously, United States investors would 
be more apt to elect the alternative, because 
their corporations would not own bonds but 
Canadian growth stocks so as to avail them- 
selves ultimately of the bargain capital gain 
tax rates on their United States tax returns 
when they dispose of their stockholdings 
in their nonresident-owned Canadian corpo- 
rations. While there is no Canadian tax on 
realized capital gain, the United States in- 
vestor will also be subject to a 15 per cent 
Canadian withholding tax when he sells his 
shares, to the extent that his proceeds repre- 
sent undistributed and untaxed dividend in- 
come.™ This can occur only when the non- 
resident-owned corporation used the second 
method of Canadian taxation. 


Proposed Tax Changes 
On November 7, 1956, in anticipation of 


Mills released 28 tax-saving devices, pre- 
pared by the Committee on Internal Reve- 
nue Taxation and the Treasury, with a view 
to eliminating them by appropriate legisla- 
tion. Those that are pertinent to the gen- 
eral subject matter of this article follow. 
Prudent taxpayers would be well advised 
to consider them for use for what threatens 
to be the last time, if it is not already too 
late. 


(1) The sale of a’ production payment 
carved out of an interest in an oil well is 
now entitled to capital gain treatment. It is 
recommended that the proceeds from the 
sale of any mineral property be subject to 
ordinary income tax rates. 


(2) A contribution of a mineral property 
to a charity is reportable at fair market 
value irrespective of cost. It also excludes 
the taxable income therefrom. It is rec- 
ommended that this double tax benefit be 
eliminated. 


(3) Premiums on tax-exempt bonds are 
now amortizable over the life of the bond, 
thus offsetting tax-free income. However, 
dealers are not required to amortize this 
premium. They realize instead an ordinary 
loss on the redemption or sale of these bonds 
disposed of within 30 days after acquisition 
or on bonds maturing more than five years 
after the acquisition date. They also enjoy 
the benefit of tax-free interest from such 
bonds. It is thought that the dealer excep- 
tion with respect to tax-exempt securities 
might best be eliminated. 


(4) Corporations can now effect unusual 
tax savings by buying stock before it goes 
exdividend and selling it immediately there- 
after. The dividend is thus taxed at the 
7.8 per cent instead of the 52 per cent rate 
because only 15 per cent of intercorporate 
dividends is taxed. In addition thereto, 
since stock usually drops in value when it 
goes exdividend, such corporations will sus- 
tain a capital 25 per cent loss, or 52 per cent 
if they are dealers. 


A similar tax saving can be effected by 


the use of a short sale. The payment to 
cover the dividends on the short position 
represents a fully deductible corporate-in- 
vestment expense. 


It is suggested that these two tax-saving 
plans be altered by making more than 15 
per cent of intercorporate dividends taxable, 
or by adjusting the basis of common stock 
held less than 10 days, including the divi- 
dend date, or by adjusting the basis of 

(Continued on page 49) 


public hearings, Representative Wilbur D. 


#2 Canadian Tax Laws, Secs. 69-70. 
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Purchase of a Leasehold 


By MILTON A. KARGMAN 


Here is an cictual problem in which the formation of a limited partnership 
was recommended in connection with the purchase of a leasehold. 

Will the limited partnership avoid corporate taxation? 

The author, a New York City attorney, states that although each case will be 


decided on its own facts, the entity should 


more closely resemble an ordinary partnership than an association. 


A GROUP OF INVESTORS plan the 
purchase of a leasehold as an invest- 
ment. The group’s attorney recommends 
that a limited partnership be formed under 
the laws of the State of New York (New 
York Partnership Law, Section 91) so as 
to vest control in the larger investors as 
general partners. He states that a partner- 
ship is not a taxable unit for federal income 
tax purposes. The individual partners alone 
are taxable on their respective distributive 
shares of the partnership income. (1954 
Code Section 701.) Is he correct in assum- 
ing that corporate taxes will not be imposed 
upon the limited partnership? 


A New York limited partnership may be 
taxable as a partnership or it may be 
classified as an association and taxed as 
a corporation. Each case will be decided on 
its own facts as to the powers conferred. 
The status of a partnership under state 
law is not controlling for federo! income 
tax purposes. (Regulations 118, Section 
39.3797-5.) Code Sections 761(a) and 7701 
(a)(2) define “partnerships” so as to in- 
clude unincorporated organizations which 
are not, within the meaning of this title, 
a trust, estate or corporation. 


“Corporations” include “associations” ac- 
cording to Section 7701(a)(3), in order to 
impose corporate taxes upon organizations 
which are corporate in fact but are masquer- 
ading under a different legal form in order 
to avoid corporate taxes. “Associations” 
are defined. in Regulations 118, Section 
39.3797-5 so as to include limited partner- 
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ships with certain characteristics: con- 
tinuity of existence, transferability of the 
interest of a general partner, and central- 
ized control by one or more persons acting 
in a representative capacity. A _ limited 
partnership with the foregoing character- 
istics is taxable as a corporation. For want 
of these essential features, it is considered 
as an ordinary partnership, notwithstanding 
other characteristics conferred upon it by 
local law. Section 7701 corresponds to 
Section 3797 of the 1939 Code. Regulations 
118, Section 39.3797-4(b) illustrates partner- 
ships taxed as partnerships and those tax- 
able as corporations. 

Business and realty trusts classified as 
associations present an analogous problem 
because the effect of admitting limited part- 
ners is similar to that of issuing trust 
certificates to a number of beneficiaries. 
Prior to 1935 there was great uncertainty. 
Crocker v. Malley, 1 ustc § 24, 249 U. S. 
223 (1919), and Hecht v. Malley, 1 vuste 
793, 265 U. S. 144 (1924), provided con- 
flicting tests to ascertain whether a trust 
or an association existed. 

The law today is based upon the Supreme 
Court’s decision in Morrissey v. Commis- 
sioner, 36-1 ustc $9020, 296 U. S. 344 
(1935), and three companion cases decided 
on the same day (Swanson v. Commissioner, 
36-1 ustc $9021, 296 U. S. 362; Helvering 
v. Combs, 36-1 ustc § 9023, 296 U. S. 365; 
and Helvering v. Coleman-Gilbert Associates, 
36-1 ustc § 9022, 296 U. S. 369). The 
Court looked to the purposes in the trust 
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“... the time is past due 

for a thorough reexamination of 

our entire monetary system 

and particularly a reevaluation 

of the role and goals of 

monetary policy.’’"—Wright Patman, 
Chairman, Subcommittee on 
Economic Stabilization, Joint 
Economic Committee. 


instrument rather than to the acts of the 
parties. The fact that powers conferred 
were not used is unimportant. (Whole- 


salers’ Adjustment Company v. Commissioner, 
37-1 ustc 79109, 88 F. (2d) 156 (CCA-8, 
1937), held that the instrument controls.) 


In the Morrissey case, the following 
characteristics led to classification as an 
association: carrying on a business, central- 
ized control by representatives of the mem- 
bers, continuity of the enterprise, limited 
personal liability, and title to property held 
by the entity. There need not be identity 
with corporate form and operation; re- 
semblance suffices. Corporate formalities 
may indicate corporate existence, whereas 
the absence of such formalities is not de- 
cisive. “Association” implies associates; in 
an ordinary trust the beneficiaries do not 
plan common effort or enter into the con- 
duct of a business enterprise. 


There is still uncertainty due to the lack 
of a definite formula. The courts are 
obliged to balance resemblances and con- 
trasts in order to reach decisions. 


In Glensder Textile Company, CCH Dec. 
12,249, 46 BTA 176 (1942), a New York 
limited partnership was held to be a part- 
nership by the Morrissey tests: (1) Central- 
ized control by general partners is not 
analogous to control by corporate directors. 
They act in their own interest and not 
merely in a representative capacity. (2) 
Limited partners cannot remove or control 
general partners as shareholders may con- 
trol directors. (3) New limited partners 
may be admitted to obtain additional capital 
but, unlike shareholders, they acquire no 
share in control. (4) Continuity of existence 
is not achieved by the reservation of power 
in surviving general partners to continue 
the business on the death, incapacity or re- 
tirement of a general partner. Continuity 
will be certain only if the surviving partners 
agree to it (reiterated in Rev. Rul. 54-84, 
1954-1 CB 284). (5) The interest of a gen- 
eral partner is not transferable. (6) Trans- 
ferability of a limited partner’s interest is 


analogous to a shareholder’s right, but is 
not determinative. (7) The limited part- 
ner’s limited liability is not a final criterion 
either. (8) General partners are subject 
to unlimited personal liability. (9) Realty 
may be taken in the name of the entity, but 
it is owned by the partners as tenants in 
partnership. The court looked to the local 
statute, to the articles of copartnership 
and to the certificate filed with the county 
clerk in order to determine the facts. 


It appears that centralized control and 
continuity of existence are essential to 
classification as an association, whereas 
other factors, such as limited liability, are 
not controlling. (Bert v. Helvering, 37-2 
ustc J 9395, 92 F. (2d) 491 (CA of D. C.), 
and Poplar Bluff Printing Company v. Com- 
missioner, 45-2 ustc $9344, 149 F. (2d) 
1016 (CCA-8).) 

In J. A. Riggs Tractor Company, CCH 
Dec. 15,120, 6 TC 889 (1946), the court 
held on the facts that the business was a 
partnership, stressing the limitations on 
the admission of new partners. Although 
the managing partner had the final word, 
all partners were active in the conduct of 
the business and vote was not in proportion 
to capital invested. There is no continuity 
merely because surviving partners may con- 
tinue the enterprise until a deceased part- 
ner’s estate is settled. Limited liability 
does not exist because the partners agree 
among themselves as to the ratio for shar- 
ing profits and losses. This case is on all 
fours with George Brothers, CCH Dec. 
10,994, 41 BTA 287 (1940), which involved 
an organization of Chinese people engaged 
in a manufacturing business. It was held 
to be an ordinary partnership with active 
and silent partners. (The Commissioner 
acquiesced.) 

In N. B. Whitcomb Coca-Cola Syndicate, 
CCH Dec. 9643, 35 BTA 1031 (1937), by 
application of the Morrissey tests a syndicate 
was held not to be an association. No joint 
enterprise existed; only an agency relation- 
ship had been created. 


Western Construction Company, CCH Dec. 
17,550, 14 TC 453 (1950), follows the 
Glensder decision and holds a limited part- 
nership formed under the laws of the State 
of Washington to be a partnership. Giant 
Auto Parts, Ltd., CCH Dec. 17,185, 13 TC 
307 (1949), held the petitioner to be an 
association because transferability, continuity, 
and limited liability were provided in the 
agreement and in controlling Ohio statutes. 
Also, the business was conducted in corpo- 
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rate fashion, although certain corporate 
forms were lacking. 


Summary 


In order to avoid corporate taxation, the 
entity should more closely resemble an 
ordinary partnership than an association. 
The agreement should not provide for both 
centralized control by representatives and 
continuity of existence. Normal partner- 
ship attributes are essential, including un- 
limited personal liability of the general 
partners; termination upon the death, in- 
capacity or withdrawal of a general partner, 
unless the surviving general partners agree 


to continue the enterprise; consent of the 
general partners to admission of new gen- 
eral partners; votes taken by “heads” and 
not in proportion to financial investment. 
The business should be operated and held 
out as a partnership. The line of distinction 
between limited partnerships and associa- 
tions is vague; therefore, it should be clear 
in the agreement that a partnership is being 
formed. A business which is conducted 
like a corporation may be taxed as one. 
If a limited partnership is classified as an 
association, it will be taxed as a corporation 
in all respects and taxwise the partners will 
be treated as shareholders. [The End] 


TAXES ON SECURITY TRANSACTIONS—Continued from page 46 


preferred stock held less than 90 days if 
the dividends have accruetl for more than 
one year. 


(5) The buying and selling of regulated 
investment company stock before and after 
the receipt of capital gain distributions may 
also give rise to considerable tax saving. 
The receipt of capital gains always - yields 
long-term capital gains at maximum tax 
rates of 25 per cent. Immediately after 
such a distribution, the stock ordinarily 
drops commensurately in value yielding an 
ordinary loss to dealers or a short-term 
capital loss to nondealers. The proposal is 
made that these sale losses be treated as 
long term. 


(6) Short sales may be used to postpone 
the recognition of capital gain, but none- 
theless be assured of it. A taxpayer with 
appreciated long-term securities can sell 
short and can withdraw most of his invest- 
ment from the market by depositing the 
securities with his broker, and yet he 
can defer taxability until he orders the 
broker to cover his short sale with his stock. 
It is suggested that such indefinite post- 
ponement of the taxable event be denied. 


(7) Prepaid interest on loans against ap- 
preciated stock subsequently donated to 
charities effects double income tax deduc- 
tions. Similarly, interest paid on a loan to 
purchase a bond which is later donated to a 
charity just before an interest-declaration 
date effects a double income tax deduction. 
It is proposed that such double deductions 
be reduced to a single one. 

(8) Original-issue preferred stock with a 
high redemption price yields a profit at 
capital gain rates when sold and, again, 

1 List of Substantive Unintended Benefits 


and Hardships by the Committee on Ways and 
Means, Subcommittee on Internal Revenue 


Purchase of Leasehold 


when the vendee redeems it. It has been 
suggested that such transactions be denied 
capital gain treatment. 


(9) Nonresident Canadian investment 
companies are subject to a 15 per cent in- 
come tax rate payable to Canada. By 
plowing back profits for capital gain growth, 
this tax is kept at a minimum. The United 
States comes in for its primary tax-take 
when its investors in such enterprises sell 
their stock. The Treasury considers this 
an unreasonable tax loophole. 


(10) Detached coupons produce, for their 
bonds, capital instead of ordinary income 
only when they were due within 12 months 
of the bond purchase date, measured by 
the differential in bases of the bonds. It is 
proposed that ordinary income tax treat- 
ment be extended to all such bonds. 


(11) The Internal Revenue Code of 1954 
disallowed the amortization of premiums for 
certain bonds with a call date more than 
three years from their date of issue. If the 
bonds are not called, however, they can be 
sold at capital gain rates. It is suggested 
that all such premiums be written off over 
their lives up to the maturity date of the 
bonds. The unrecovered premiums would 
be deductible as a full loss. 

(12) The gain on an original-issue dis- 
count bond is ordinary income spread over 
the life of the bond up to maturity. How- 
ever, if such bonds are sold or called before 
maturity, they yield capital gain. Large 
discounts have thus been converted into 
capital gain for the unamortized discount 
with a corresponding full deduction by the 
corporation. It is suggested that this tax 
result come to an end.™ [The End] 
Taxation, prepared by the Joint Committee on 


Internal Revenue Taxation and the Treasury 
Department, Pt. I, November 7, 1956. 
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PROFIT-SHARING PLANS UNDER THE NEW INCOME TAX 
REGULATIONS—Continued from page 28 


conversion takes place automatically upon 
attainment of retirement age, as in the case 
of retirement income contracts, or an elec- 
tion is made under modes-of-settlement pro- 
visions, as in the case of ordinary life and 
endowment insurance contracts. 


The usual types of health and accident 
contracts provide current protection but 
have no permanent values which can be 
converted to the equivalent of retirement 
benefits. Hence, a determination as to 
whether such benefits are incidental de- 
pends upon the facts in a given case. In any 
event, the primary purpose of maintaining 
the profit-sharing plan as a plan of deferred 
compensation must be maintained. 


Conclusion 


The rules applicable to establishing and 
maintaining qualified profit-sharing plans 
have been formulated. They interpret and 
illustrate the legislative provisions govern- 
ing the operations of such plans. To the ex- 
tent consistent with prevailing views, prior 
requirements have been liberalized. The 
definite-contribution-formula requirement has 
been removed. Care, however, must be 
exercised in seeing to it that the plan in 
operation does not discriminate in favor of 
employees who are officers, shareholders, 
supervisors, or highly compensated. 


Definite positions have been taken on 
issues which had been in dispute. The new 
regulations make it clear that under cash- 
and-trusteed plans, only the employees who 
are included in the trust are considered 
for the purpose of determining whether the 
coverage requirements and requirements as 
to nondiscrimination in contributions or 
benefits are met. An implementing ruling 
sets forth the approach for determining 
compliance with the applicable requirements. 

A profit-sharing plan is primarily a plan 
of deferred compensation but the amounts 
allocated to participants may be used to 
provide incidental life or accident or health 
insurance. Such a plan must contain a 
definite predetermined formula for allocat- 
ing contributions among participants and 
for distributing the funds accumulated under 
the plan. The events giving rise to an accel- 
erated distribution may include layoff from 
employment. 


The basic requirements governing inte- 
gration of pension and profit-sharing plans 
with the old-age and survivor insurance 
benefits under the Social Security Act have 
been incorporated in the new regulations. 

The rules have been announced. A care- 
ful study of the applicable provisions and 
compliance therewith will help maintain a 
plan for the exclusive benefit of employees 
or their beneficiaries. [The End] 


PARTNERSHIP EXPENSES—Continued from page 10 


It is also possible for a partnership to be 
taxed as a corporation. This change may 
be made by the Commissioner by classify- 
ing the organization as an association and 
therefore making it taxable as a corporation. 
The Commissioner has done this on a num- 
ber of occasions.” Partnerships which have 
such characteristics as continuity of life, 
limitation of personal liability, and central- 
ization of management should be mindful 
of the possibility of being taxed as a cor- 
poration. If the partnership should so de- 
sire and can qualify under the Code,” it may 
elect to be taxed as a corporation. Such an 
election once made is irrevocable. If a part- 
nership is to be taxed as a corporation, 
either voluntarily or involuntarily, the part- 


nership tests for deductibility of expenses 
no longer apply. 


Conclusion 


It should be emphasized that in the ma- 
jority of cases business expense deductions 
of a partnership vary only slightly from 
those allowable for individuals or corpora- 
tions. There are, however, certain items 
which must be accorded special treatment 
by a partnership. Persons preparing part- 
nership returns or dealing with partnership 
tax problems should keep these specially - 
treated items in mind so that the maximum 
tax benefit can be obtained from partner- 
ship expenses, [The End] 





| Stuart, James & Cooke, Inc. v. U. 8., 38-2 
ustc { 9322 (DC N. Y.); Hinze & Landt, Inc., of 
Los Angeles, CCH Dec. 2834, 8 BTA 375; Rice 
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Sturtevant Automobile Company, CCH Dec. 2343, 
6 BTA 793. 
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Books 


Staff-prepared reviews of recent 
books and other publications of 
general interest to the tax man. 


Master Tax Guide 


1957 United States Master Tax Guide. 
Commerce Clearing House, Inc., 4025 West 


Peterson Avenue, Chicago 30, Illinois. 1956. 
432 pages. $3. 


Reflecting all important new regulations, 
final and proposed, right down to press 
time, the 1957 United States Master Tax 
Guide also gives effect to such important 
new Code provisions as tax relief for un- 
distributed capital gains of investment com- 
panies, livestock drought losses, patent 
royalties, expanded self-employment taxes, 
new excise tax rates and farmers’ gasoline 
tax exemptions. 


Built throughout on the Internal Revenue 
Code as amended to publication date, Treasury 
regulations and court decisions, the Guide 
should prove authoritative and dependable. 
Rate tables, withholding tables, check lists 
of deductible and nondeductible items, a 
sum-of-the-years-digits depreciation table, 
and other useful federal tax facts and in- 
formation are included to round out its 
helpfulness. 


Retirement Plans Analyzed 


A Study of Industrial Retirement Plans. 
Bankers Trust Company, New York, New 
York. 1956. 177 pages. 


This is a study of employee retirement 
plans of industrial employers for 1953 through 
1955. Its purpose is to show the current 
retirement plan practices of large and small 
employers in various industries, and it is 
based on the new plans and the amend- 
ments to old plans adopted in this period. 
This current edition covers 116 different 
industries and includes one third of all em- 
ployees covered by pension plans. 


Property Tax 


A Comparative Study of Property Tax 
Administration in Illinois and Michigan. Robert 
H. Pealy. Michigan Governmental Studies 


Books 





No. 33. Bureau of Government, Institute 
of Public Administration, University of 
Michigan, Ann Arbor, Michigan. 1956, 128 
pages. $3. 


The purpose of this study is to compare 
the Illinois and Michigan systems for ad- 
ministration of the property tax in the hope 
of contributing to the improvement of prop- 
erty tax administration in Michigan. It is 
not intended to treat all phases of the 
property tax process; the chief concern is 
with administrative policy, structure and 
procedure, rather than with methods of as- 
sessment. This study attempts to answer 
three questions: (1) Do the property tax 
administrative systems in Illinois and Michi- 
gan provide legal equity for the taxpayer? 
The study’s answer is no, and reasons for 
this conclusion are given. (2) Do local 
governments fully meet their property tax 
responsibilities? Both state systems need 
revision, says this report. (3) Do the two 
property tax administrative systems permit 
decision-making by local electorates through 
legislative rather than administrative offi- 
cials? A clear-cut yes or no answer to this 
question cannot be given by this study. 


Incentive Taxation 


Should Federal Tax Policy Encourage De- 
velopment of Small Business? Forum Pam- 
phlet 8. Tax Institute, Inc., 457 Nassau 
Street, Princeton, New Jersey. 1956. 32 
pages. 50¢. 


The question of incentive taxation has 
long been evident but in an election year 
may loom even larger. The four papers 
contained in this pamphlet are written by 
small businessmen. Their stated position is 
that they are operating under handicaps 
which preferential tax treatment might re- 
duce, and that the balance of the economy 
will be upset for the worse unless some tax 
or other means are employed to counteract 
forces adverse to small business. General 
interest in the problems and positive roles 
of small business is nothing new; the role 
of small business in maintaining a competi- 
tive and viable economy long has been 
recognized. Within the last two decades, 
however, a discernable small-business move- 
ment has developed and has attained con- 
siderable political strength. With respect 
to taxation, the evidence of an acknowledged 
split within the ranks of business is quite 
recent. Evidence exists that many small- 
business spokesmen now are attempting to 
push for tax concessions of virtually no 
value to the business giants. 
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ax-Wire 


This department lists meetings of 
interest to tax men and reports on 
studies, speeches and other activities 
in the tax field. Featured this month: 
two prospective meetings . . . reports 
on the new officers of two tax groups 

. . a talk on concepts and problems 
in foreign income taxation . . . news 
of tax lectures available on records. 


Meetings of Tax Men 


New York Law School.—Members of the 
legal and accounting professions are in- 
vited to attend a series of Thursday evening 
lectures by noted tax lawyers on the general 
subject of federal tax practice and tax 
litigation, sponsored by New York Law 
School. Lectures will begin at 6 p. m. at the 
school, 244 William Street, New York City. 
January sessions deal with the speakers’ 
own actual civil tax matters in the Internal 
Revenue Service and in the federal courts 
on a “how to do it” basis. 

Scheduled speakers include Henry Cas- 
sorte Smith, of the firm of Webster, Shef- 
field and Chrystie (January 3); Martin M. 
Lore, author of How to Win a Tax Case 
(January 10); and J. Henry Landman, 
New York tax lawyer (January 17). Mr. 
Landman is chairman of the lecture series 
and is a professor of tax law at New York 
Law School. 


Western States Association of Tax Ad- 
ministrators—On Sunday and Monday, 
November 11 and 12, the Western States 
Association of Tax Administrators held its 
regular annual meeting at- Los Angeles, at 
which time two recommendations were made 
by the highway-user tax section, relating 
to the proportional registration plan and 
to the possibility of the Internal Revenue 
Service’s using results of state field audit 
programs in testing refund claims. 

The association elected its officers for the 
coming year. They include William E. 
Stanford, president; John R. Seaman, vice 
president; Dinsmore Taylor, secretary; and 
Charles F. Conlon, treasurer. 


Southwestern Legal Foundation.—The 
foundation has schedgled its eighth annual 
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institute on the law of oil and gas and 
taxation for January 30-February 1. Meet- 
ings will be held at the Southwestern Legal 
Center in Dallas. 


Tax-problem discussions will cover fed- 
eral tax liens and levies; impact of the new 
natural resources regulations on oil and gas; 
income tax treatment of production pay- 
ments; tax aspects of oil- and gas-sharing 
arrangements; depletable properties and ag- 
gregation of properties; and recent trends 
in oil-gas tax decisions and legislation. 


Concepts and Problems 
in Taxation of Foreign Income 


A review of the major issues in the taxa- 
tion of foreign income, viewed against the 
perspective of other aspects of tax policy, 
was made recently by Dan Throop Smith, 
special assistant to the Secretary of the 
Treasury, in a speech before the National 
Foreign Trade Convention in New York 
City, November 28. 

Discussing general policies, Mr. Smith 
noted the two extremes in the taxation of 
income from foreign sources. These would 
occur when either the domestic or the 
foreign country had the exclusive right to 
tax the income earned in the foreign coun- 
try. Intermediate positions would include 
(1) recognition of foreign taxes as a deduc- 
tion in calculating net taxable income, (2) 
recognition of foreign taxes as credits or 
offsets against the domestic tax and (3) 
postponement of the domestic tax until the 
income is transferred out of the country 
where earned, into the country of its ultimate 
destination or into the general funds of the 
owner in the country of ultimate destina- 
tion. In addition, there is the possibility of 
lower rates for foreign income than for 
domestic income. 


Complicating any country’s taxation of 
income from foreign sources is the na- 
tionality and residence of the individual 
taxed. Is the individual a resident or a non- 
resident national? How do you tax the 
foreign income of the resident and the 
foreign and domestic income of the non- 
resident? 

In the United States the tradition has 
been to tax our individual citizens and our 
corporations on all their income from all 
sources. But traditions in other countries 
may be different, and foreign income or the 
income of nonresident citizens may not be 
taxed. 

While it seems sound that we exempt in- 
come earned abroad by nonresident citizens 
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but tax all their other income, other coun- 
tries may exempt their nonresident citizens 
from some or all of this other income. 


Mr. Smith reviewed the arguments favor- 
ing the different methods of treating foreign 
income. One argument favoring either lower 
rates on foreign income or postponement 
of the tax is based on the presumption of 
greater risk in securing foreign income. 
Since there are many domestic activities 
that are more risky than foreign ones, he 
called the argument a weak one. A more 
substantial argument for such treatment is 
that it provides competitive tax equality 
with others in the foreign country where 
the income is earned, the speaker stated. 
A third argument for differential tax treat- 
ment in favor of foreign income is to pre- 
vent the foreign countries of source from 
raising their own taxes to the level of rates 
in the country of destination. This can 
happen when, as in our country, foreign 
taxes are credited against the domestic tax. 
The way to control this, according to Mr. 
Smith, is for this country to credit only 
foreign income taxes of general application 
and disallow special tax rates designed to 
affect only United States companies. 


The final and, according to Mr. Smith, 
probably the most basic reason for urging 
more favorable tax treatment of foreign 
income is simply the implementation of 
broad foreign policy objectives by encour- 
aging private investment abroad and, there- 
by, fostering economic development in other 
countries. 


The Treasury adviser said that the answer 
to critics who say that this country gives 
no recognition to the special problems of 
foreign income is found in our tax treat- 
ment of income received through foreign 
subsidiaries. “The use of foreign subsidiaries 
not only permits the deferral of domestic 
tax, but the combination of a deduction and 
credit of the foreign tax will, at certain 
rates, give a lower aggregate tax than the 
domestic rate by itself,” he stated. 


Mr. Smith discussed the problem area 
encompassing the definition of foreign in- 
come and its allocation between countries 
when it may be deemed, under various 
concepts, to have a source in more than 
one country. 


As exemplary of the problems contained 
in this area, he related that a “problem 
of allocation always arises when products 
are made in one country and sold in another. 
How much of the net income is attributable 
to the production and how much to the 
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distribution? May there be income attribut- 
able to purchasing? Though we do not 
regard mere purchasing for processing and 
sale outside a country as giving rise to 
income, some other countries with large 
exports of raw materials do. In trade 
activities, apart from production, where does 
income arise? Will some single criterion 
be established, as the place of passage of 
title or the situs of closing of the contract? 
And what will be done when apparently 
artificial arrangements with no business 
purpose are made to secure tax advantages? 
Are casual transactions to be treated in the 
same way as regularly established busi- 
nesses, and what is meant by a regularly 
established business? What is to be con- 
sidered the source of shipping, aircraft 
and other income from transportation and 
communications?” 


To help understand the problems between 
countries, Mr. Smith cited the problems 
of states in the United States in attempting 
to secure the maximum base for taxing 
interstate income. Even now, full reciprocity 
has not been achieved between the various 
states of this country. 


Definitional problems have been a stumbling 
block in the attempts to secure legislation 
in this country for differential tax treatment 
of business income from foreign investment. 
“Short of a policy which would give the 
differential tax rates to all activities con- 
nected with goods destined for delivery 
abroad, there must be a line drawn some- 
where to define foreign business income,” 
Mr. Smith emphasized. “A differential in- 
come tax based merely on foreign delivery 
constitutes, of course, an export subsidy 
which is unacceptable in international com- 
mercial relations. But any line short of 
such an export subsidy raises both admin- 
istrative and competitive problems. Consider, 
for example, the problem of determining 
where straight export trade merges through 
an assembly operation into manufacturing. 
How much assembly or processing would 
be necessary to qualify for a differential 
tax rate? Consider also the special prob- 
lems of particular industries, as for exam- 
ple, motion pictures. At what point does 
the addition of sound tracks, subtitles, or 
even the production of additional prints 
from a master film become production rather 
than ordinary export trade? 


“From the standpoint of competition, a 
lower tax rate is understandably resented 
by all those who do not benefit from it. 
Thus, a company with casual sales abroad 
will resent any advantage which is avail- 


53 








able to companies which operate on a scale 
that permits them to qualify for lower taxes 
on income deemed to be from foreign 
sources. Problems of definition, I repeat, 
are serious and difficult.” 


Definitional differences also create prob- 
lems in a policy of crediting foreign taxes 
against domestic taxes. Mr. Smith pointed 
out that “it is unreasonable for the country 
of destination to expect the country of 
source to have altogether identical defini- 
tion and concepts.” While some latitude 
was said to be necessary, a wide latitude in 
determining creditable taxes, he said, will 
make a farce of the whole process of tax 
credits, since enough foreign taxes could be 
lumped together to more than exceed the 
domestic income tax. This would indirectly 
achieve a policy of taxation only at the 
source. 


The argument that this country’s tax 
policy nullifies the encouragement of new 
business by foreign countries through a 
waiver of some or all taxes was said to be 
greatly exaggerated. The idea that a reduc- 
tion of foreign taxes simply increases the 
taxes in this country by the same amount 
is valid only when foreign operations are 
conducted directly, rather than through 
foreign subsidiaries. The common expecta- 
tion of the use of foreign subsidiaries is 
that early earnings will be retained in- 
definitely and used for expansion. When 
the period of retention for expansion equals 
or exceeds the period of tax concessions, 
the foreign tax concessions are fully effective. 


Recognizing that the argument of the 
nullification of foreign tax concessions has 
partial validity, this country is now engaged 
in trying to work out methods of giving 
credit for taxes foregone, the Treasury 
adviser said. However, the government 
faces two sorts of problems. First, the 
genuineness of the tax concessions must be 
ascertained against the possibility of their 
being vreated merely for the purpose of 
decreasing the net tax in this country. 
Second, a cut-off date for recognition of 
credits must be decided in advance of any 
treaty. “If the credit is given only for 
companies which receive concessions after 
the date of the treaty, or some previous 
date,” he reasoned, “these companies will 
have a competitive advantage over com- 
panies which received tax concessions at an 
earlier date. Alternatively, if credit is given 
for all concessions outstanding, there will 
be windfall gains to companies which had 
no reason to expect credit against domestic 
taxes for foreign taxes foregone. Neither 
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of these treatments is really satisfactory; a 
balance must be made between the dis- 
advantages of each.” 

Explaining the role of tax treaties in 
reconciling and compromising differences in 
concepts and definitions, Mr. Smith used as 
an example a presumably simple situation 
where two countries both recognize the 
primary right of taxation at the source and 
allow a credit against the domestic tax for 
the foreign tax paid on income from a 
foreign source. “This basic agreement,” he 
said, “by no means assures relief from 
discriminatory multiple tax burdens on in- 
ternational income. If one country adopts 
the concept that income arises where pro- 
duction takes place and the other holds that 
it arises where the sale takes place, there 
would be full taxation in each country of 
income from international trade with no 
recognition in either country of the tax 
paid in the other. Reciprocal agreements 
on the situs of taxation of various categories 
of income also provide certainty and con- 
venience in important areas.” 


Tax Lectures on Records 


A method for accounting and legal firms 
to keep their staffs informed on new de- 
velopments in the field of taxes has been 
announced by Tax Lectures on Records, 
Inc. New York. The new organization 
is launching a series of phonograph record- 
ings of lectures by leading practitioners 
speaking on such subjects as collapsible 
corporations and partnerships, stock options, 
depreciation and exclusions from gross 
income, 


Accompanying each record is a brochure 
of lecture notes coordinated with the spoken 
material on the record, the section of the 
Internal Revenue Code under discussion 
and the regulations applicable thereto, as 
well as case citations, Congressional com- 
mittee reports and other pertinent infor- 
mation. 

The four long-playing recordings, offered 
for use at staff tax meetings or to be loaned 
to staff members, may be purchased for $12. 


NTA Elects Reuther President 


The National Tax Association named 
J. L. Reuther as president at its recent tax 
conference in Los Angeles. Mr. Reuther is 
general tax supervisor for Southwestern 
Bell Telephone Company, St. Louis. H. 
Kenneth Allen, of the University of Illinois, 
was elected vice president. Re-elected were 
Ronald B. Welch, California, secretary; 
and E. L. Brickhouse, New York, treasurer. 
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RES OR AG ec 2 SOIT 


This department consists of staff- 
prepared digests and comments on 
articles that have been published in 
other periodicals. Sources of this 
month's reviews: Trusts and Estates 
and the Southwestern Law Journal. 


Alimony Trusts 


This is a review of “Trusts in Divorce 
Settlements,” by James B. Lewis, which ap- 
peared in the October, 1956 Trusts and 
Estates. The author is a New York attorney. 


This article makes a thorough study of 
the alimony trust and of the various tax 
liabilities that may be assessed against it. 


Under the Supreme Court decision in 
Harris v. Commissioner, 50-2 ustc ¥ 10,786, 
340 U. S. 106 (1950), marital settlements 
by court decree are not taxable as gifts. 
Under Section 2516 of the 1954 Code, 
marital settlements entered into two years 
prior to divorce, even if partially in con- 
sideration for the release of dower, are not 
taxable as gifts. Where these two con- 
ditions are not met, a gift tax will attach 
to the marital transfer only if, and to the 
extent that, it was made in consideration 
for the release of dower or its statutory 
equivalent. 


Since gifts to children other than for 
their support are taxable as gifts, the desig- 
nation of the children as remaindermen of 
the alimony trust would seem to constitute 
a taxable gift. Although the Tax Court in 
John R. Geary, CCH Dec. 13,245(M), 2 
TCM 202 (1943), exempted the husband 
from the gift tax on the transfer of the 
remainder of the alimony trust to the children, 
the article holds that the logic of the case 
should result in the taxation of the wife 
upon the remainder. The reasoning is that 
the children are third-party beneficiaries of 
the agreement between the spouses. If the 
husband is not their benefactor, the wife 
must be. The author, however, found no 
instance where the Commissioner has tested 
the possibility of taking a gift tax from 
the wife. 


Articles 


or ney Cun me mee: scl agen 


While the Commissioner has not attempted 
to include alimony trusts in the gross 
estate of the grantor, he has denied deduc- 
tions for postdeath funding by the husband's 
executor. In this the courts have sustained 
him unless the executor’s obligation is a 
court decree or unless the consideration for 
the obligation was the wife’s relinquishment 
of her right to support. 

While the Commissioner has not asserted 
income taxes against transfers of property 
to an alimony trust, there is the possibility 
that he might do so. The rationale would 
follow other cases where the husband has 
been held to realize gain or loss in prop- 
erty transfers to satisfy his familial obli- 
gations of support and of dower. The 
wife’s right to support and dower could be 
held to equal the fair market value of the 
property transferred and the husband could 
be held taxable on the gain over his basis 
in the property. However, the income tax 
question is unsettled. The article discusses 
the pros and cons of the situation and states 
that if a general rule is to be adopted, “the 
most promising one is that of no gain or 
loss to the husband and a carry-over of 
his basis to the trust.” 


Commissioner v. Doctors 


This is a review of “Pension Plans and 
Associations Taxable as Corporations for Pro- 
fessional Persons,” by Richard L. Mackay, 
which appeared in the Summer, 1956 South- 
western Law Journal. The author is a Dallas 
attorney. 


The Internal Revenue Service holds that 
an association, formed by a group of doc- 
tors in order to obtain the benefits of cor- 
porate status for the purpose of establishing 
an exempt pension trust, is actually a part- 
nership and the doctor-members are em- 
ployers, not employees. (Rev. Rul. 56-23.) 
In this ruling, the Service states its con- 
trary position to the decision of the Court of 
Appeals for the Ninth Circuit in Kintner v. 
U. S., 54-2 ustc | 9626, 216 F. (2d) 418, 
aff’g 52-2 ustc 9 9563, 107 F. Supp. 976 
(DC Mont.). 

In the Kintner case, an association which 
succeeded to a medical partnership was 
allowed to deduct amounts contributed to 
a pension trust for the benefit of its mem- 
bers. The court ruled that the association 
was taxable as a corporation and that the 
contributions were not taxable to the doc- 
tors, as they constituted amounts paid to 
an exempt employees’ trust. 


(Continued on page 57) 
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This department is devoted to the views of our readers, including commen- 
tary on published articles and original observations of tax significance. 


Corbin's Capital Gains Proposals 
Sir: 


In his “New Proposals for Capital Gains 
Taxation,” published in the October issue 
of Taxes, Donald A. Corbin makes a con- 
tribution to the solution of this inequitable 
aspect of the tax law, the source of “dubious 
legerdemain, by which ordinary income is 
transferred into capital gain.” In general, 
his diagnosis or indictment agrees with 
mine (contained in “Taxation of Extra- 
ordinary Income,” Taxes, May, 1955), and 
that of others writing before us. However, 
his proposals appear to be new, at least in 
part, and should find some acceptance. 


The first proposal, the correction for 
price-level changes by the application of a 
government index number to the cost basis, 
is introduced as an equitable measure. It 
does seem, however, that since all tax- 
payers, particularly those with fixed incomes, 
suffer equally or relatively from inflation, 
gains from sales of capital’ assets should 
not receive this adjustment. Also, the tax 
is payable in “unreal” dollars anyway. The 
effect of the change is difficult to measure, 
but conceivably it could result in a new 
favoritism in place of the old. 


The second proposal, spreading realized 
gains and losses rather than averaging 
income, is very welcome. Also, it is sound 
to avoid spreading gains or losses backward 
over a number of years, requiring a recom- 
putation of a number of tax returns (as in 
averaging). There would seem to be objec- 
tion, however, to spreading forward over a 
number of years, thus unduly deferring 
taxes on realized gains. My own proposal 
in this respect was to divide the realized 
gain by the number of years over which 
appreciation had matured, include one part 
in the ordinary tax computation of the 
year and add a tax at the same effective rate 
on each other part. This would tax the full 
gain immediately on realization, but in an 
appropriate bracket. 
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Ingenious indeed is the third proposal, 
giving the taxpayer the option to report 
the gain or loss or transfer the basis from 
the original capital asset to new capital 
assets acquired within a reasonable period 
as specified. This is certainly a new point of 
view insofar as general capital gains are 
concerned. Only one objection comes to 
mind, and that could be met. Such deferring 
of taxation of gains until transfer by gift 
or inheritance could have the disadvantage 
of piling up a large capital gains tax to be 
paid about the same time as the estate tax. 
This might have an adverse effect on the 
incidence of the estate tax, causing a demand 
for its reduction because the estate had 
other taxes to pay. This does not mean 
that the proposal is not generally sound for 
reasons stated by Mr. Corbin, particularly 
the reason of remedying a present inequity 
as between traders whose gains are taxed 
and investors whose gains are only taxed 
if realized before date of death. To avoid 
the untaxed gains accumulating by means of 
indefinitely transferring the basis, perhaps 
a basis of a given age could be made 
ineligible for transfer. This would weaken 
the force of the proposal but would still 
leave its essential character. 


The fourth proposal is a corollary of the 
third. It provides that “untaxed gains on 
appreciated capital assets should be recog- 
nized and taxed at the time of transfer 
by donation, gift or death.” This proposal 
would stand alone apart from its essential 
role in underpinning the third proposal, 
with which it is discussed above. 

The proposals of Mr. Corbin 
serious consideration. 


deserve 


J. B. C. Woops 
New York City 
Sir: 


Just a few notes for publication as a 
part answer to Donald A. Corbin’s thought- 
provoking plan of a capital gains tax reform 
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which appeared in the October issue of 
TAXES: 


(1) The capital gains treatment is one of 
the worst loopholes of our entire income 
tax system. It is unfair and detrimental 
to business in general by controlling all 
major business decisions; as such, it is 
also detrimental to our economy. 


(2) The capital gains treatment not only 
offers a premium to the speculator over 
the hard-working businessman and wage 
earner but also a constant temptation to 
juggling, shifting, detouring, pussyfooting, 
catwalking and tiptoeing moneywise. It 
has become an obsession of tax-minded 
operators and fee-minded advisors, and it is 
a standard household word in business 
planning. 

(3) It has, in a full-employment economy, 
entirely lost its original purpose to encourage 
capital transactions and stimulate the economy. 


ARTICLES—Continued from page 


The Commissioner has three objections to 
taxing associations as corporations for pro- 
fessional persons in the practice of their 
professions, according to the article. The 
first is that professional persons practicing 
their professions are not engaged “in busi- 
ness,” since such an association, if formed, 
would get its profits solely from profes- 
sional service, not from business. This ar- 
gument, as used in the Kintner case, is 
probably specious, says the article, pointing 
out that in Regulations 118, the Commis- 
sioner, in discussing Section 22(n) of the 
Code, holds: “The practice of a profession, 
not as an employee, is considered the con- 
duct of a trade or business within the mean- 
ing of such section.” 


The second objection of the Commissioner, 
first asserted in the Kintner case, asserts 
a new and additional test for determining 
whether to tax an association as a corpora- 
tion. The test is that the association’s pur- 
pose must be one that a corporation could 
have under local law. Thus, in states where 
corporations are not allowed to practice 
medicine, a doctors’ association will not be 
treated as a corporation for federal income 
tax purposes, and contributions to a pension 
trust would be taxable to the doctors. The 
Supreme Court has thrice refuted the Com- 
missioner’s contention that an association 
must have a purpose that a corporation 
could have under local law before it can be 
taxed as a corporation, the article states. 
(Burk-Waggoner Oil Association v. Hopkins, 
269 U. S. 110 (1925); Hecht v. Malley, 265 


Acq. and Non-acq. 


(4) To eliminate capital gains privileges 
will imply elimination of much litigation, 
much tax twilight, many holding period 
experiments, many unnecessary dissolutions 
and reorganizations and the often unfair 
conversion of depreciation deductions in 
later capital gains. It will permit clearer 
tax planning and, as an ultimate reward, 
lower income tax rates for all. It will also 
put the cutters an even footing 
with the meat cutters. 


tree on 


(5) To set up an index system to cut 
down on the capital gains rates or taxes 
is unfair to the rest of the taxpayers. Why 
not allow the same index to the professional 
income of a medical doctor who spent ten 
of his best years and perhaps $15,000 to 
obtain his license? 

RicHArD DeutscH 
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U. S. 144 (1924); Commissioner v. Heininger, 
320 U. S. 467 (1943).) The article further 
notes that when “the Commissioner rules 
on partnerships, trusts and limited partner- 
ships, he does not make local law determi- 
native of whether an association shall or 
shall not be taxable as a corporation. 


“The Comissioner’s third objection to use 
of the association-taxable-as-a-corporation 
device is that the associate professional per- 
sons are not employees of the association 
and, therefore, are not eligible to qualify for 
participation in pension or profit-sharing 
plans,” the author states. Once again, the 
author quotes from the regulations, this 
time to show that up until the Kintner case, 
the Commissioner had considered that bona- 
fide employees, employee-associates and 
employee-stockholders would qualify for 
participation in pension plans established 
by their company. 


The author concludes that “the Commis- 
sioner has erred in his continuing stand 
against precedent established by the courts, 
and in the clear language of the Internal 
Revenue Code and his own Regulations in 
the matter of associations taxable as cor 
porations for persons practicing the learned 
professions”; and, by apparently intending 
to accept pensions plans for professional 
persons in states where “corporate pur- 
pose” includes the practice of a profession, 
the Commissioner is discriminating against 
the vast majority of professional persons 
practicing in states where incorporation is 
not permitted. 


57 








SS TH ee — 


This department reports on developing tax law in Canada describing 


administrative rulings, legislative action, court decisions and pertinent 
speeches. Highlighted this month are the following topics: federal and 


provincial tax relationships . 
of personal clothing 


Federal-Provincial Relations 
in Canada 


During the recent National Tax Confer- 
ence in Los Angeles, Ronald M. Burns and 
A. K. Eaton, both of the Canadian Depart- 
ment of Finance, discussed the relative mer- 
its of the federal-provincial tax relationship 
in Canada. Excerpts from those speeches 
follow: 


The years since the beginning of World 
War II have seen an experiment in fiscal 
cooperation in Canada that has been quite 
successful. The fundamental basis for this 
cooperation rests squarely on the fact that 
all units in the federation are not equally 
endowed with material resources or eco- 
nomic advantages. The Canadian Govern- 
ment and the provinces have accepted the 
idea of fiscal aid as being entirely compatible 
with provincial autonomy. She has passed 
an act providing equalization payments to 
provinces to raise the returns from indi- 
vidual and corporation income taxes and 
succession duties up to the level of the two 
wealthiest provinces. This act also includes 
stabilization payments, to maintain these 
revenues at a high level despite economic 
conditions, and tax rental payments to prov- 
inces that wish to stay out of these fields 
in favor of the central government. 


Funds transferred from the federal treas- 
ury to provincial governments in Canada 
are of three main classes: (1) unconditional 
statutory subsidies, (2) conditional grants 
for specific purposes and (3) tax rental pay- 
ments. Subsidies and grants are relatively 
common devices in federal systems. Tax 
rental agreements are contracts between 
federal and regional governments under 
which the latter rent their direct taxes to 
the federal government for five-year peri- 
ods. In provinces which do not rent taxes 
to the federal government, liability for fed- 


58 January, 1957 ®@ 


. . the national budget. . 
cash prizes that are considered taxable. 


. deductibility 


eral taxes is determined by fixed percentage 
amounts. 


Budget, Taxes 
and Economic Prospects 


The national budget has become the ve- 
hicle for a pronouncement of the govern- 
ment’s attitude towards economic prospects 
and towards economic policies, as stated by 
the Canadian Tax Foundation in The Na- 
tional Finances (1956-1957). The budget 
usually includes a review of recent economic 
conditions. The 1956 budget was essentially 
a “standpat” budget, based on the proposi- 
tion that there would be no drastic change 
in economic conditions during the year. The 
physical rate of ecénomic growth would be 
near the average for recent years, and the 
gross national product would be close to 
$28 billion, implying good times. 

For the 1955-1956 fiscal year, budgetary 
expenditures of $4,437 million exceeded 
budgetary revenues of $4,385 million, thereby 
increasing the net debt by $52 million to 
$11,315 million. Of total budgetary rev- 
enues, personal income tax accounted for 
26.9 per cent; the corporation income tax, 
for 23.6 per cent; the sales tax, for 14.6 per 
cent; other excise taxes and excise duties, 
for 11.5 per cent; and customs import duties 
for 10.8 per cent. The remaining 12.6 per 
cent was derived from other taxes, nontax 
revenues, and special receipts and credits. 
The tax changes proposed in the budget 
had little effect on the yield of the tax struc- 
ture. The only change that had any rev- 
enue implication was the exemption of a list 
of commodities from the sales tax. 


The Minister of Finance has considered 
that a small budgetary surplus is “not much 
more than a prudent reserve against unfore- 
seen circumstance” and that it is “only 
sound and responsible finance to run a mod- 
est surplus in times as good as these.” A 


TAXES —The Tax Magazine 








small surplus has therefore been projected. 
The 1956-1957 budget forecast of revenues 
(before tax changes) of $4,775 million and 
of expenditures of $4,650 million will result 
in an estimated surplus for the fiscal year of 
$125 million. 


However, tax changes have reduced the 
forecast of revenue by $12 million and have 
reduced the estimated surplus to $113 mil- 
lion. In federal accounting, any surplus 
automatically decreases the net debt by an 
equivalent amount. This $12 million rev- 
enue loss represents only about 2 per cent 
of the yield of the sales tax and about % of 
1 per cent of the yield of the whole tax 
structure. The tax relief in terms of dollars 
is about 6 per cent of that provided in the 
1955 budget. 


Cost of Being Well Dressed 
Is Personal 


An artist sought to deduct the cost of a 
wardrobe claiming that being well dressed 
was necessary to her professional success. 
The Minister disallowed the expense claimed. 
He took the stand that it was a personal 
and living expense. The taxpayer appealed, 
claiming the expense and capital cost al- 
lowance on her expenditures. 

The appeal board dismissed the appeal. 
The amount was not deductible, nor was 
the capital cost allowance claim sound. The 
Minister was correct.—No. 360 v. Minister 
of National Revenue, 56 DTC 483. 


Provincial Finances: 1956-1957 


Estimated revenues and expenditures of 
the ten provincial governments for the cur- 
rent year will be $1,542 million and $1,757 
million, respectively, according to the Cana- 
dian Tax Foundation’s Tax Memo, published 
in August, 1956. This excess of $151 million 
is equivalent to almost 10 per cent of pro- 
vincial revenues and is by far the highest 
rise in recent years. Of the total revenues 
and expenditures in the last four years, the 
current year will account for 65 per cent 
on the revenue side and 43 per cent on the 
expenditure side. 

Taxes and federal tax rental agreements 
will provide 63 per cent of the total rev- 
enue, with taxes accounting for 40 per cent 
and tax rental agreements for the remainder. 
Planned expenditures for transportation, 
communication, and social welfare and edu- 
cation will account for 28 per cent, 23 per 
cent and 20 per cent, respectively, of the 
total provincial budgets. Since 1952-1953, 
total revenues of provincial governments 


Canadian Tax Letter 


have increased by 23 per cent and expendi- 
tures by about one third. As sources of rev- 
enue, taxes and tax rental agreements are 
of about the same relative importance in 
the current year as they were during 1952- 
1953. However, privileges, licenses and per- 
mits now provide a larger share, and revenues 
from liquor, a smaller share, of the total. 
Of the major expenditures, outlays for 
health and social welfare and for education 
have increased relatively since 1952-1953, 
whereas outlays for debt charges have 
declined substantially. 


Cash Prizes Considered Taxable 


A taxpayer was assessed based on a net- 
worth statement covering a period from 
1947 to 1952. The taxpayer did not dispute 
the amount the Minister found to be his 
increase in net worth. However, he claimed 
that the successful operation of his small 
racing stable resulted in the acquisition of 
cash prizes which accounted for the in- 
creased net worth. He also stated that he 
raced his horses for his own amusement. 
The taxpayer had no books of account, but 
he did admit that the gross earnings of his 
horse could not have been less than $100,000 
for the six-year period. 


The appeal board dismissed the appeal. 
The evidence disclosed that his activities 
in harness racing amounted to the operation 
of a business because the money he won 
was his main source of income. The money 
earned was considered as income from a 
business, even though he was undoubtedly 
interested in horses for their own sake. 
He can beat the horses—but not the tax- 
gatherer.—Fraser v. Minister of National 


Revenue, 56 DTC 509. 





Gambler Not in Business 


The Minister included in a gambler’s tax 
what the taxpayer claimed to be gambling 
gains in his income for four years. The 
taxpayer appealed, claiming that the amounts 
in dispute were the product of successful 
gambling. The Minister countered that the 
taxpayer’s gambling activities were so ex- 
tensive that they constituted a business. 

The appeal board allowed the appeal. The 
taxpayer admitted that a part of the amount 
under review was interest received in con- 
nection with a certain judgment. This was 
taxable. The balance of the amount was 
definitely nontaxable gambling gain and did 
not amount to the operation of a business. 
—No. 364 v. Minister of National Revenue, 


56 DTC 513. 
59 
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private citizens to assist “in making a study 
of the substantive sufficiency and technical 
adequacy of three areas of the Code.” They 
are Subchapter C (corporate distributions 
and adjustments), Subchapter J (estates, 
trusts, beneficiaries and decedents) and 
Subchapter K (partners and partnerships). 


The Secretary 


Truck use tax regulations.—Final regu- 
lations on the highway truck use tax have 
been issued in T. D. 6216, filed with the 
Federal Register on December 5, 1956. All 
vehicles to be reported by any one person 
must be covered in a single return, not by 
separate returns. Returns are to be made 
on Form 2290 for vehicles used from July, 
1956, through November, 1956. The return 
must be filed on or before January 31, 1957. 
However, taxpayers who wish to obtain a 
deduction for the use tax for income tax 
purposes in calendar year 1956 must file 
this return and pay the tax before January 
1, 1957. 


Vehicles first used in December, 1956, 
must be reported on separate returns, as 
must vehicles first used in subsequent 
months. Such returns must be filed by the 
end of the month following the month of 
first use. Thus, returns for vehicles first 
used in December, 1956, must, like Form 
2290, be filed on or before January 31, 1957. 


The taxable year runs from July 1 to 
June 30 of the following year. Where the 
first taxable use of a vehicle in the tax 
year occurs after July 31, the tax is pro- 
rated according to the number of months 
remaining in the tax year. Form 2290 pro- 
vides for such proration of the tax for 
vehicles first used in August, September, 
October or November, 1956. There is no 
provision in the law for a refund or credit 
should the vehicle be sold, destroyed or 
otherwise disposed of during the tax year. 


The regulations clarify the definition of 
“highway motor vehicle” and point out that 
the mounting of an air compressor, crane 
or specialized oil-field machinery on a high- 
way-type vehicle will not make the vehicle 
exempt. However, such special equipment, 
the driver, and any equipment (not including 
body) attached to or carried on the vehicle 
for use in handling or transporting cargo 
are not included in the term “fully equipped 
for service” in determining the imposition 
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of the tax. The term, however, includes the 
body, whether or not designed and adapted 
primarily for transporting cargo, as, for 
example, concrete mixers. 


The term “use” applies to use on city and 
other local streets, as well as highways, but 
it does not apply to delivery from a manu- 
facturer to a distributor, from a distributor 
to his customers or to the demonstration 
of a vehicle. 


The tax is imposed at the rate of $1.50 
per thousand pounds or fraction thereof on 
highway vehicles having a taxable gross 
weight of more than 26,000 pounds. The 
taxable gross weight of a vehicle is estab- 
lished by the regulations, which assign a 
certain weight based on the number of axles, 
the actual unloaded weight and the use (as 
a single unit or in combinations). 


The assigned taxable gross weights for 
single units are as follows: two-axled truck 
equipped for use as a single unit with actual 
unloaded weight of 13,000 pounds or more— 
27,000 pounds; three- or four-axled truck 
equipped for use as a single unit, with actual 
unloaded weight of at least 13,000 pounds 
and less than 16,000 pounds—30,000 pounds; 
three- or four-axled truck equipped for 
use as a single unit with actual unloaded 
weight of 16,000 pounds or more—40,000 
pounds. ; 


For combination units, the following tax- 
able gross weights are assigned: two-axled 
truck-tractor with actual unloaded weight 
of at least 5,500 pounds and less than 7,000 
pounds—30,000 pounds; two-axled truck- 
tractor with actual unloaded weight of at 
least 7,000 pounds and less than 9,500 pounds 
—40,000 pounds; two-axled truck-tractor 
with actual unloaded weight of 9,500 pounds 
or more—50,000 pounds; two-axled truck 
with actual unloaded weight of at least 9,000 
pounds and less than 12,000 pounds and 
equipped for use in combinations—40,000 
pounds; two-axled truck with actual un- 
loaded weight of 12,000 pounds or more 
and equipped for use in combinations— 
55,000 pounds; three- or four-axled truck 
equipped for use in combinations—60,000 
pounds; three- or four-axled truck-tractor 
—60,000 pounds. 


The taxable gross weight for busses is 
the actual unloaded weight of the vehicle 
plus 150 pounds for each unit of seating 
capacity provided for passengers and driver. 
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The Commissioner 


New federal tax payee—The Internal 
Revenue Service has smashed a gnat but 
left the camel still to be swallowed. Feeling 
that the use of “District Director of Internal 
Revenue” was burdensome to the taxpayer 
to write on the average size check form, the 
tax-collecting agency has designated itself, 
“Internal Revenue Service,” as the new 
payee for checks and money orders drawn 
to pay federal taxes. More burdensome for 
most taxpayers, however, is the depressingly 
painful task of writing the figures after the 
dollar sign and spelling them out in front 
of the printed word “dollars.” 


Manufacturers’ excise collections slump. 
—A $23 million hike in federal tax receipts 
from the sale of gasoline in the first quarter 
of fiscal 1957 was unable to offset losses 
in other categories as the federal tax-take 
from manufacturers’ excises slumped over 
$90 million in July through September, 1956, 
from revenue collections from the same 
sources in the corresponding period in 1955. 
The Internal Revenue Service’s tabulated 
report of excise tax collections in the first 
1957 fiscal quarter showed that manufac- 
turer’s excises brought in only $817,191,000 
in the three-month period in 1956 as com- 
pared with $907,953,000 in the like 1955 


period. 


While manufacturers’ excises exerted a 
depressing effect, other categories of excise 
taxation registered sufficient offsetting gains 
so that total figures gave the first quarter 
of the present fiscal year a slight edge over 
that of the preceding year. Total excise tax 
receipts were $2,542,099,000 for July-Sep- 
tember, 1956, as compared with $2,531,572,000 
for July-September, 1955. 


The slump in manufacturers’ excise tax 
payments was mainly attributable to the 
automobile industry. Revenues from tires, 
tubes and tread rubber dropped from $49 
million to $47 million. For automobile 
trucks and busses the drop was from $73 
million to $51 million. Other automobiles 
and motorcycles registered a slide from 
$332 million to $268 million, while parts 
and accessories revenue dipped from $58 
million to $36 million. 


With the exception of the classification 
including documents, other instruments and 
playing cards, all other classifications of 
excise taxes registered an increase in the 
first quarter of fiscal 1957 over the corre- 
sponding quarter in fiscal 1956. In approxi- 
mation, alcohol revenues climbed from $732 
million to $735 million; tobacco taxes rose 
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from $405 million to $412 million; retailers’ 
excises went from $69 million to $73 million 
and miscellaneous excise taxes jumped from 
$414 million to $443 million. Documents, 
other instruments and playing cards regis- 
tered a drop from $25 million to $24 million. 


Unethical tax practice—The Commis- 
sioner of Internal Revenue, whose Intelli- 
gence Division has been bothered by a large 
number of cases where tax consultants have 
filed false and fraudulent returns for others, 
has called on ethical members of the ac- 
counting and legal professions for aid in 
policing unscrupulous activities. 


Speaking before the Probate and Tax 
Sections of the Oklahoma Bar Association 
on November 29, Commissioner Harrington 
noted one Oklahoma case where a tax con- 
sultant had provided over 300 clients with 
excessive deductions. Other cases have in- 
volved thousands of returns and the taxes 
evaded through the machinations of a single 
consultant have topped $1 million. 


Said the Commissioner: “I think the tax 
practicing professions can help us in educat- 
ing taxpayers along this line—that is, that a 
tax advisor should be chosen as carefully as 
the purveyor of any other professional serv- 
ice—perhaps even more carefully. I know 
our district officials here in Oklahoma would 
greatly appreciate information, on a con- 
fidential basis, of any circumstances that 
may come to your attention that seem to 
suggest malpractice of the sort I have out- 
lined.” 


Revenue Rulings——New Mexico cigarette 
distributors or direct-buying retailers can 
deduct for federal income tax purposes the 
cost of the state tax stamps they pay for 
and affix to packages (Rev. Rul. 56-598). 

Income from new transfers of property 
to a trust will be taxed to the grantor if the 
transfers are within the ten-year rule, even 
though the trust as it was first created could 
avoid income taxation under the ten-year 
rule (Rev. Rul. 56-601). Even though 
the equipment used by the carrier belongs 
to the shipper, the shipper’s payments to 
the contract carrier for moving his goods 
are subject to the tax on transportation 
(Rev. Rul. 56-608). . Although a cor- 
poration exchanged its stock for one half 
the stock of X company, the other half 
of which was owned by its wholly owned 
subsidiary, it did not acquire control of X 
company within the meaning of Code Sec- 
tion 368(c) and the’ exchange was not a 
tax-free reorganization (Rev. Rul. 56-613). 
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Reported here, by regions, are news items concerning some decisions, 
legislation, administrative rulings and important people in state tax- 
ation. The department's scope includes the following types of taxes: 
income, sales and gross receipts, property, gasoline, insurance com- 
pany, utility, franchise, inheritance and estate, and severance, also 


motor-vehicle registration fees. 


Items are adapted principally from 


Commerce Clearing House publications dealing with state and local taxes. 


Atlantic States 


Income taxes.—Delaware’s personal in- 
come tax collections for the fiscal year end- 
ing June 30, 1956, reflected an increase of 
nearly $3 million above those of the previous 
fiscal year. 

An opinion—rendered on October 25 by 
the corporation counsel of the District of 
Columbia to its board of commissioners— 
held that, under the withholding provisions 
of the District of Columbia Revenue Act of 
1956, employers engaged in activities ex- 
clusively outside the District of Columbia 
are not required to withhold taxes from the 
salary or compensation of any district resi- 
dent in their employ. The circumstances of 
the passage of the act, according to the 
opinion, indicate that it was not Congres- 
sional intent to so require. However, the 
opinion does not invalidate an earlier letter 
from the administrator of income and fran- 
chise taxes, concerning employers who con- 
duct activities both within and without the 
District of Columbia and hence are subject 
to its jurisdiction. 

The commissioner of the Massachusetts 
Department of Corporations and Taxation, 
in a release published November 5, indicated 
that the excess of the cost of shares over 
the total amount received by a shareholder 
on liquidation of their issuer is a loss from 
the purchase of intangible personal prop- 
erty. This is so, even though the share- 
holder may have received distributions in 
liquidation prior to November 2, 1955, the 
effective date of Chapter 62, Acts 1955. A 
complete liquidation loss is permitted where 
the shares are completely worthless and the 
shareholder receives no distribution. In such 
case, the loss is equivalent to the entire cost 
of the shares. 

Property taxes.—According to the Ver- 
mont Supreme Court’s recent holding in 


Fort Orange Council v. French: Regardless 
of whether or not an organization widens 
the scope of the use of its real property so 
as to make it available to other members of 
the organization located in areas outside the 
state, that property is still “used exclusively 
for the purpose of such society, body or or- 
ganization,” and is taxable unless the town 
specially votes an exemption. 


Estate taxes—A New York testator’s 
clear and specific direction against apportion- 
ment of taxes on property passing under his 
will does not apply—in the absence of a clear, 
specific direction—to property passing out- 
side the will. (Matter of James K. Atkinson 
(Surrogate’s Court, Suffolk County, Novem- 
ber 2, 1956).) 


Highway use taxes.—When the National 
Tax Association held its forty-ninth annual 
conference in Los Angeles in November, 
one of the speakers on highway use taxes 
was Winifred R. Long, director of the New 
York State Joint Legislative Committee on 
Carrier Taxation. Commenting on the ob- 
solescence of state highway tax structures 
and philosophies, Director Long said: 


“Neither the general taxpayer nor the 
operators of light vehicles for whom basic 
roads suffice should be expected to foot the 
bills for today’s mastodons of the macadams 
—heavy trucks which use our roads as a 
place of business and part of their capital 
equipment... . 


“The weight distance tax, based on the 
same principle and question that determines 
shipping charges how much does it 
weigh, how far does it go . has gained 
the support of many thinking people who 
realize that such a tax best equates revenues 
and responsibility.” 


According to Director Long, about two 
million vehicles are weighed every year in 
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New York under the enforcement provisions 
of its weight-distance tax law. It applies 
to all vehicles which have a declared maxi- 
mum gross weight in excess of 18,000 pounds, 
and rates begin at six mills per mile and 
range to 35 mills plus two tenths of one 
cent for each ton for vehicles which weigh 
more than 76,000 pounds. A side benefit 
coming out of weight enforcement has been 
an indirect saving to the State of New York 
of many millions of dollars by preventing 
highway damage due to overloads. 


Lake States 


Income taxes.—Indiana gross income tax 
regulations—completely rewritten—have been 
issued by the state department of revenue. 
The regulations reflect many changes in the 
law and in court decisions since the last 
prior issue. Except for Nos. 202 and 804, 
all of them have been officially approved 
and adopted by Indiana’s Attorney General. 

Besides the formal regulations, the de- 
partment has adopted instructions representing 
its interpretation of the law; these do not 
have the effect of law, as in the case of 
approved regulations. The unapproved regu- 
lations should be treated as instructions. 


Sales and use taxes.—On November 26, 
the Illinois Supreme Court declared the use 
tax act unconstitutional. In Turner v. Wright, 
the court held the tax to be a privilege tax. 
As such, it did not meet the uniformity re- 
quirements of the state constitution. The 
act imposes a tax on users of tangible per- 
sonal property purchased from retailers, as 
defined in the act, but not on users of prop- 
erty purchased from others. Thus, the court 
decided, the tax is discriminatory. 

The 1955 amendment to Section 4 of the 
uniform motor vehicle antitheft act, which 
required an applicant for a certificate of 
title for a motor vehicle to exhibit to the 
Illinois Secretary of State a receipt evidenc- 
ing payment of the use tax on the purchase of 
the vehicle, was also declared unconstitutional. 

The department of revenue, on advice of 
the state attorney general’s office, is asking 
for a rehearing. Pending disposition of the 
petition, the department announced that it 
would continue to collect the use tax, and it 
advised taxpayers that the tax should be 
paid under protest. 


However, Cook County Circuit Judge 
William Brothers on December 5 issued a 
temporary injunction directing the depart- 
ment and the secretary of state to set apart 
from other funds any use tax collected on 
motor vehicles purchased outside Illinois by 
residents. The effect of the injunction is 
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that purchasers of motor vehicles outside 
the state are not required to make the pay- 
ment of the use tax under protest to be 
eligible for refunds. However, all other tax- 
payers are advised to pay use taxes under 
protest, in accordance with the provisions 
of Section 2a, Act of June 9, 1911, and they 
will be required—in order to protect their 
protest payments—to file suits in accordance 
with the act. 


It is anticipated that the Illinois Supreme 
Court will act on the petition for rehearing 
at its January term. 


So far, 875 Illinois cities have imposed 
sales taxes at the rate of one half of 1 per 
cent. The tax is collected with the state 
levy. Newest claimants are: Albany, Alpha, 
Aviston, Bryant, Bulpitt, Central City, Fa- 
rina, Germantown, Hamel, Heyworth, Kamps- 
ville, Loraine, Marquette Heights, Medora, 
Mount Auburn, Nauvoo, Nebo, New Bos- 
ton, Peoria Heights, Reynolds, Sheffield, 
Wataga and Walnut Hill. 


Highway use taxes.—Speaking at the 
National Tax Association’s annual confer- 
ence, J. E. Williams summarized Ohio’s 
experience under its highway use tax, pop- 
ularly called the “axle mile tax.” Mr. Wil- 
liams is chief of the division of sales and 
highway use taxes of the Ohio Department 
of Taxation. 


He said that initial experience under the 
law made both the department and the 
trucking industry aware of ways in which 
the statute could be improved. On these 
points, data was taken, together with sug- 
gestions by various affected parties. Out of 
the information came a basis for numerous 
legislative amendments. Many times, Mr. 
Williams noted, administrative suggestions 
and taxpayer suggestions were very similar. 
He enumerated changes: in the payment 
procedure; by levy of the tax on three-axle 
commercial tandems; by lessees and other 
operators of subject vehicles being made 
jointly and severally liable, with the owners, 
for the tax; by issuance of highway use 
permits being transferred to the department 
of taxation, with an eye to greater admin- 
istrative and enforcement efficiency; and 
through extension of the tax commissioner’s 
powers to enable him to suspend immediately 
all highway use permits issued to a person 
failing to file returns. Provision was also 
made for refund of tax illegally or errone- 
ously paid. According to Mr. Williams, the 
changes are showing results in terms of 
increased compliance. 


Indicating other obstacles yet to be sur- 
mounted, he pointed out that the litigation 
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which usually follows enactment of a new 


law is now at hand, and before the law can 
be termed successful, it must survive the 
tests of constitutionality. Also, there is ex- 
tensive litigation concerning the now-can- 
celed reciprocity agreements entered into 
before the highway use tax law was enacted. 
He expressed the belief that the result of 
such litigation may affect determination of 
the law’s value as a revenue producer before 
cancellation of the agreement, but that it 
can hardly affect basic operational feasibility 
of the law as a producer of revenue in the 
future. 


Midwestern States 


Sales and use taxes.—The biggest reve- 
nue-producing tax in Kansas during the 
fiscal year ending June 30 was the sales and 
use tax, which realized more than $5] mil- 
lion. This represented a $1 million increase 
over fiscal 1955’s collections. 

In Oklahoma, sales tax collections for 
fiscal 1956 ran only a very small amount 
behind gasoline tax receipts. 


Gasoline taxes.—Nebraska is the only 
state to report more than 40 per cent of its 
total collections during fiscal 1956 from any 
single tax other than income or sales. It 
derived 41 per cent of its revenue from 
gasoline levies. 


Western States 


Sales and use taxes.—Utah’s Regulation 
31, applying to sales and use taxes, has been 
amended to provide that a delivery by a 
seller to a common carrier for transmission 
to an out-of-state buyer is a sale in inter- 
state commerce not subject to sales and use 
taxes. Regulation 44, applicable to sales 
tax only, now provides that where delivery 
is made by a seller to a comrnon carrier for 
transportation to a buyer outside Utah, the 
common carrier is deemed to be the agent 
of the vendor, regardless of who is respon- 
sible for payment of freight charges. 


Property taxes.—As previously noted, un- 
official results of November 6 balloting indi- 
cate that Wyoming voters ratified H. J. R. 
2, Laws 1955, amending Section 12, Article 
XV, of the state constitution by specifying 


that property of federal, state and _ local- 


governments and of municipal corporations 
must be used primarily for a governmental 
purpose in order to be tax exempt. Land 
and buildings used for church schools also 
are exempt. 

Reported at 1 Wyomrnc Tax Cases 
200-016 is an opinion of the Wyoming 


Attorney General, rendered last August 6, 
which ruled that the purpose of the amend- 
ment was to allow property of the various 
governments to be taxed when the prop- 
erties are used for purposes other than gov- 
ernmental ones. The problem will be to 
determine what is a “governmental purpose.” 


Since the present Wyoming statutes con- 
tain no provision allowing the taxation of 
leaseholds, the amendment to the constitu- 
tion—standing alone—is without sufficient 
force to allow the state or its subdivisions 
to impose a tax on lessees of state-owned 
property even if it is used for a nongovern- 
mental purpose. 


Motor vehicle registration fees. — An 
amendment to the Montana Constitution 
(Chapter 239, 1955) provides that no reve- 
ues be paid to the state treasury which are 
derived from fees, excises or license taxes 
which relate to the registration, operation 
or use of vehicles on the public highways, 
or to fuels used in their propulsion. Fees 
and charges paid to the board of railroad 
commissioners and to the public service 
commission may be expended for any other 
purpose. 


Pacific States 


Sales and use taxes.—Revised Arizona 
gross income tax regulations—numbered and 
combined with the new use tax regulations 
—have been issued by the state tax com- 
mission. Both sets of regulations are keyed 
to the Arizona Revised Statutes of 1956. 


Property taxes.—Recent letters of the 
Washington Attorney-General have held: 


In accordance with the implication of a 
court decision and a previous opinion of the 
attorney general’s office, unpatented mining 
claims should be assessed as personal prop- 
erty and be taxed upon the holder’s right 
of possession. 

Where a grantor conveys property to a 
trustee with the understanding that the 
trustee is to sell the property immediately 
and use the proceeds to support the grantor, 
both transactions are considered “sales” and 
subject to the real estate excise tax. 


Southern States 


Income taxes.—Arkansas income tax col- 
lections increased more than $1.5 million in 
the fiscal year ending last June. 


After January 1, 1957, any South Caro- 
lina income taxpayer may request a receipt 
from the state tax commission for any in- 


come tax payment made by postal money 
order (Act 905). 
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ederal Tax 


February 11 (February 10 is a Sunday)— 


Quarterly return of taxes withheld by 
employers and of excise taxes collected 
for quarter ended December 31, 1956, 
where timely monthly deposits were 
made with authorized depositary. Forms 
720, 941. 


February 15— 


Last day for farmer to file 1956 calendar- 
year return where estimate was not 
filed on January 15. 

Due date of deposit by employer with a 
federal reserve bank or authorized de- 
positary of the amount of (1) income 
tax withheld from wages under Code 
Section 3402, (2) employees’ tax with- 
held under Code Section 3102 and (3) 
employer’s tax under Code Section 3111 
where, during the preceding month, the 
aggregate of such amounts exceeded 
$100. A separate computation must be 
made for taxes on agricultural labor. 
Form 450 (depositary receipt). 

Due date, by general extension, of returns 
for year ending August 31, 1956, in the 
case of (1) foreign partnerships, (2) 
foreign corporations which maintain an 
office or place of business in the United 
States, (3) domestic corporations which 
transact their business and keep their 
records and books of accounts abroad, 
(4) domestic corporations whose prin- 
cipal income is from sources within the 
possessions of the United States and 
(5) American citizens residing or travel- 
ing abroad, including persons in the 
military or naval service on duty out- 
side the United States. (Code Sections 
6081 and 6151; Regulations 118, Section 
39.53-3(a). Forms: (1), Form 1065; 
(2)-(4), Form 1120; (5), Form 1040.) 


Monthly information returns of stock- 
holders and of officers and directors of 
foreign personal holding companies due 
for January. Form 957. (Code Section 
6035.) 


Due date for delivery to district director 
of internal revenue, by stamp deposi- 
taries of the United States, of requi- 
sitions for all stamps purchased during 
the preceding month, with statement 
showing stamps on hand at beginning 
and end of such month and stamps sold 
during that month. Payment also due 
for proceeds of sales of stamps sold 
during preceding month. (Regulations 
71, Section 113.142.) 


February 28— 


Due date of annual information returns 
of dividends (in excess of $10), salaries 
from which tax has not been withheld, 
and other payments of $600 or more 
made in business. Form 1099, except 
Form 1041 by fiduciaries reporting dis- 
tributions to beneficiaries of estate or 
trust. 

Annual return of information due as to 
foreign items paid to an_ individual, 
partnership or fiduciary. Form 1099. 

Due date of annual return of information 
on distributions in liquidation of $600 
or more. Forms 1096, 1099L. 

Due date of annual return of information 
as to income received by other than 
actual owner thereof. Form 1087. 


Due date of annual information return of 
1956 corporate distributions claimed to 
be nontaxable. Forms 1096 and 1099. 

Due date for deposit of the following 
excise taxes for January in an author- 
ized depositary, if such taxes reportable 
for January exceeded $100: taxes on 
safe deposit boxes; transportation of 
oil by pipeline; telephone, telegraph, 
radio and cable messages and services; 
transportation of persons; admissions, 
dues and initiation fees; gasoline, lubri- 
cating oils and matches; sales by manu- 
facturers, including sales of pistols and 
revolvers; processing of certain oils; 
sales by the retailer; manufacture of 
sugar; transportation of property; and 
diesel fuel. (Regulations Section 477.4.) 
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